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PART I. FINANCIAL INFORMATION

Item 1. Financial Statements
XO Communications, Inc. and Subsidiaries
Condensed Consolidated Balance Sheets

(Amountsin thousands, except for shareand per share data)

June 30, December 31,
2004 2003
(Unaudited)
ASSETS
Current assets.
Cash and €ash EQUIVAIENES ........c.cceuivericcre et $ 36,334 $ 478,560
Marketable and Other SECUNTIES.........c.eeicueeieiee e 18,263 42,052
Accounts receivable, net of allowance for doubtful accounts of $44,170 at
June 30, 2004 and $32,986, at December 31, 2003, respectively.............. 117,073 93,958
OthEN CUITENT GSSELS.......vieveceieie e cteeeteectee st steesreesteeeteereeaesaseereesaeesneesreennes 43,811 12,421
Total current assets 215,481 626,991
Investment in acquired businesses 680,936 —
Property and eqUiPMENt, NEL........ccovieerieiereee e 498,607 485,984
Broadband wireless licenses and other intangibles, net............cccoccovevcieienene. 96,433 109,515
OhEr @SSELS, NEL.....cveeeeiericricreite ettt re e e e saesresresbesbeeneenseneensan 16,482 42,675
I = == = k=TT $ 1507939 $ 1265165
LIABILITIESAND STOCKHOLDERS EQUITY
Current liabilities:
ACCOUNESPAYBDIE......cocveeceirieecciccc e $ 75,109 $ 63,064
ACCIUEH lHADIITIES ...ttt st eneens 205,961 208,353
Total current liabilitiES.......ccueveveiecicece e 281,070 271,417
Long-term debt and accrued interest payable 352,064 536,791
Other long-term liabilities 71,454 76,532
TOtal lHADIITIES ..vviveceiceeceiceeece et st nnns 704,588 884,740
Commitments and contingencies
Stockholders' equity:
Preferred stock: par value $0.01 per share, 200,000,000 shares authorized
NMONEISSUE......ueivieieeteere e eee et e st e teesbeebeeteebesaeesaeesaeesbeesbeenseensesnrennnenns — —
Warrants and common stock, par value $0.01 per share, 1,000,000,000
shares authorized: 181,933,035 and 96,274,140 shares issued and
outstanding on June 30, 2004 and December 31, 2003, respectively ....... 994,573 482,440
Subscription rights exercised, 32,503,234 shares authorized: none issued
F=Talo oW £ = 9o (1 0T RSO RSR — 162,516
Subscription rights receivable, 32,503,234 shares authorized: none issued
AN OUESEANDING ....vveneieiieri et e — (162,516)
Deferred COMPENSALION.........cc.ciiiiieiseeieiee et ne e (753) (839)
Accumulated other comprehensive INCOME.........cvoveereerereeeneresreesesesenenes 4,399 1,378
ACCUMUIBLED DEFICIT ....vceeevieceeceecei e s e (194.868) (102.,554)
Total Stockholders' EQUILY ....ocvcviiveeiiieesees st 803,351 380,425
Total liabilities and stockholders’ eqUItY .........ccccevereeiereeseseeseeeeseeens $ 1,507,939 $ 1,265,165

See accompanying notes to the unaudited condensed consolidated financial statements.



XO Communications, Inc. and Subsidiaries
Condensed Consolidated Statements of Operations
(Amountsin thousands, except for share and per share data)

(Unaudited)
Three months Three months
ended ended
June 30, June 30,
2004 2003
REVENUE ...ttt sttt sttt sttt sttt se st st st st st st s s sest st assestasanneas $ 278183 $ 283918
Costs and expenses:
(000 0 == Y/ o = 118,822 104,898
Sdlling, operating, and general 164,149 165,042
Depreciation and amortization 30,065 27,238
Total COSES AN EXPENSES.......oevieieieeiecieie s 313,036 297,178
L OSS FTOM OPEIHIONS. ......voocvveereeerssesesessesessseesssessssessssesssesssesssssesssssssssss s sssnssssesssnees (34,853) (13,260)
[NVESIMENE INCOME (10SS), NEL....vvcoeeeeoeeeceeee ettt sses sttt et ss st seseans (3121) 5111
[NEEIESt EXPENSE, NEL......cveveeevirieeeereieiesesesesesessre e eas s st esesese s b seseseseaesesesesesesesesesans (5,846) (11,687)
[T 01T $ (43,820) $ (19,836)
Net loss per common share, basic and dilUted ...........ccoveeeeiierieiieceeeceeeee e $ (0.31) $ (0.21)
Weighted average shares, basic and diluted............cccccuvvierereecrenisece s 140,538,159 95,129,610

See accompanying notes to the unaudited condensed consolidated financial statements.



XO Communications, Inc. and Subsidiaries
Condensed Consolidated Statements of Operations
(Amountsin thousands, except for share and per share data)

(Unaudited)
Six months Six months
ended ended
June 30, June 30,
2004 2003
REVENUE ...ttt e st sae bbb be e e e e saestesresbearean $ 539,128 $ 570,011
Costs and expenses:
(0001 o) == 1Y/ o TSR 228,783 212,404
Selling, operating, and general ..........cccooeeeiieieeneeee e 332,702 331,277
Depreciation and amOrtiZatiON.............c.evevrevrerreeseesesssiesesesiese s seens 55,762 53,605
Total COSIS AN EXPENSES. .....cvvvreereeriesseriesessessssssssssessessessesse e sssssans 617,247 597,286
L OSS frOM OPEIAHIONS........vocvvereeecreeeeeseeeeeessees e ssessseessessss s st s s ssenseees (78,119) (27,279)
INVESIMENt INCOME (10SS), NEL.......oveveeeeeeeeeeeee ettt (1,745) 8,321
[NEEIESt EXPENSE, NEL....vcveveerrerreeerreieseseresessseseresesssesesesasesesssasssssssssesssssasesesnsnns (12.450) (21,370)
NEBLLOSS....ee ittt ettt et st e e be et e e beereeateeseesreesneesseans $ (92,314) $ (40,324)
Net loss per common share, basic and diluted ...........ccocoevreieiinccienreens $ (0.67) $ (0.42)
Weighted average shares, basic and diluted.............ccccoveveiicienencieseenene 137,591,467 95,071,784

See accompanying notes to the unaudited condensed consolidated financial statements.



XO Communications, Inc. and Subsidiaries
Condensed Consolidated Statements of Cash Flows
(Amountsin thousands)

(Unaudited)
Six months Six months
ended ended
June 30, June 30,
2004 2003
OPERATING ACTIVITIES:
NEL TOSS... ettt $  (92,314) $  (40,324)
Adjustments to reconcile net income (l0ss) to net cash provided
by (used in) operating activities:
Depreciation and amortization.............cccecereeereceseresenieceseeeees 55,762 53,605
Accrual of interest...........cu..... 12,886 21,234
Stock-based compensation 226 —
Non-cash [0ss on sale of iNVEStMENLS..........cccoevveeeiinerieeereeen 5,665 —
Changes in assets and liabilities:
ACCOUNES TECEIVADIE.......cceeeeeeie e (23,115) 11,310
(01915 4155 SN (15,198) 6,057
Accountspayable...........cccoue.. 9,118 (120)
Accrued liabilities (7,722) (30,010)
Net cash (used in) provided by operating activities............cccc.c...... (54,692) 21,752
INVESTING ACTIVITIES:
Capital expenditures, NEL ..o (49,124) (38,994)
Cash paid for acquired BUSINESSES ........ccvvverreereerree e (361,517) —
Sales of marketable securities and investments............ccceeeeeeeneee. 21,144 312,232
Purchases of marketable securities and investments...............c..... — (251,030)
Net cash (used in) provided by investing activities .............c.oeuee. (389,497) 22,208
FINANCING ACTIVITIES:
Repayments of capital [€8SES.........ccceevieeicerci e (751) (541)
Repayments of long term debt (197,612) —
Proceeds from issuance of common StOCK..........ccceeeeeeveeeiieeeceveenne 197,612 —
Proceeds from exercise of stock Options............ccceeeveeiiereeeveennans 2,714 3.704
Net cash provided by (used in) financing activities.............c.oeuee. 1,963 3,163
Net increase (decrease) in cash and cash equivalents..................... (442,226) 47,123
Cash and cash equivalents, beginning of period...........coeverenee. 478,560 314,038
Cash and cash equivalents, end of Period...........c.cceveevereeeecrerenienns $ 36.334 $ 361161
SUPPLEMENTAL DATA:
Cash paid fOr INLEIESE........cocvviveiireieerere e $ 1,140 $ 1,235
Stock issued for acquired BUSINESSES .........cevvvereeerreeecneseeeeseeee $ 311,307 $ —

See accompanying notes to the unaudited condensed consolidated financial statements.



XO Communications, Inc. and Subsidiaries
Notesto Condensed Consolidated Financial Statements
(Unaudited)

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
(a) Basis of Presentation

The condensed consolidated financial statements of XO Communications, Inc. and its subsidiaries (together
with its predecessors, collectively referred to as the “ Company” or “XQO") are unaudited and have been prepared in
accordance with guidelines established for interim financial statements by the Securities and Exchange
Commission’s (the “Commission”) instructions to Form 10-Q and U.S. generally accepted accounting principles.
Accordingly, they do not include all of the information and footnotes required by generally accepted accounting
principlesin the United States for complete financial statements. Operating results for the three and six months
ended June 30, 2004 are not necessarily indicative of the results that may be expected for any subsequent quarterly
period, or for the year ending December 31, 2004. In the opinion of management, the unaudited condensed
consolidated financial statements contain all the adjustments (consisting of those of a normal recurring nature)
considered necessary to present fairly the financial position and the results of operations and cash flowsfor the
periods presented in conformity with accounting principlesgenerally accepted in the United States applicable to
interim periods. The accompanying financial statements should be read in conjunction with the audited consolidated
financial statements of XO included inits Annual Report on Form 10-K for the year ended December 31, 2003 (the
“2003 Annual Report™).

XO emerged from bankruptcy on January 17, 2003 and applied Fresh Start Accounting as of January 1, 2003.
As aresult of the reorganization, XO recognized a gain of approximately $3.0 billion. The operations of the
predecessor XO, which includes the reorganized gain, has not been presented asiit is not comparative.

(b) Principles of Consolidation

The Company’ s consolidated financial statementsinclude all of the assets, liabilities and results of operations of
subsidiaries in which the Company has a controlling interest. All inter-company accounts and transactions among
consolidated entities have been eliminated.

(c) Use of Estimates and Assumptions

The preparation of consolidated financial statementsin conformity with accounting principles generally
accepted in the United States reguires management to make estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the consolidated
financial statements and the reported amounts of revenue and expenses during the reporting period. Management
periodically assesses the accuracy of these estimates and assumptions. Actual results could differ from those
estimates.

(d) Net Income (Loss) Per Share

Net income (loss) per common share, basic and diluted, is computed by dividing net income (loss) by the
weighted average number of common shares outstanding for the period. In periods of net loss, the assumed common
share equivalents for options and warrants are anti-dilutive, and are therefore not included in the weighted average
shares balance on the consolidated statement of operations. As of June 30, 2004, the Company has options
outstanding to purchase approximately 9.5 million shares of common stock of which 4.2 million are exercisable and
exercisable warrants to purchase up to an additional 23.7 million shares of common stock that can further dilute
investors, if exercised.

(e) Sock -Based Compensation

Asallowed by SFAS No. 148, “ Accounting for Stock-Based Compensation-Transition and Disclosure,”
(“SFASNo. 148"), the Company has chosen to continue to account for compensation cost associated with its
employee stock plan in accordance with the intrinsic value method prescribed by APB No. 25, “Accounting for
Stock Issued to Employees,” (“APB No. 25") adopting the disclosure-only provisions of SFAS No. 123,
“Accounting for Stock-Based Compensation,” (“SFAS No. 123”). Under this method, ho compensation expense is
recorded if stock options are granted at an exercise price equal to or greater than the fair market value of the
Company’s stock on the grant date. If the Company had adopted the fair value method of accounting for its stock



awards, stock-based compensation would have been determined based on the fair value for all stock awards at the
grant date using a Black-Scholes pricing model and the following weighted average assumptions noted below.

The Company’s pro forma net |oss, and pro forma net |oss per common share, basic and diluted, if the Company
had used the fair value method would have been as follows (dollarsin thousands, except per share data):

Threemonthsended  Threemonthsended

June 30, 2004 June 30, 2003
Net 10SS, @S TEPOMEM........ccvevereeiicierieiieee ettt $ (43,820) $ (19,836)
Add: Stock-based employee compensation expense included in net
10SS, @S TEPOMEA ...t 97 —
Deduct: Total stock-based employee compensation expense
determined under fair value based methods for all stock awards.. (2,227) (3,957)
Pro formanet 10SS........ccvuirerririrnrnirern s $ (45,950) $ (23,793)
Net loss per common share, basic and diluted:
Net loss per common share, basic and diluted — as reported............ $ (0.30) $ (0.21)
Net loss per common share, basic and diluted — pro forma............... $ (0.32) $ (0.25)
Black Scholes Assumptions:
EXPECted VOIALHTITY.....coeieeeeeiieieieeee e 63.0% 75.0%
Risk freeinterest rate...........cccoevveneee 2.8% 2.4%
Dividend yield .......ccoevvnieiinen 0.0% 0.0%
Expected life (range in years) 4.0 4.0
Weighted average fair value per share at grant date.......................... $2.76 $2.73
Six monthsended Six monthsended
June 30, 2004 June 30, 2003
NEL 10SS, @S TEPOMEM......ceeereeeeeierieiee et $ (92,314) $ (40,324)
Add: Stock-based employee compensation expense included in net
10SS, @S TEPOMEM ... 226 —
Deduct: Total stock-based employee compensation expense
determined under fair value based methods for all stock awards.. (4,101) (7,995)
Pro formangt [0SS........ccoovcveuiiieieicececeeeeee et $ (96,189) $ (48,319)
Net loss per common share, basic and diluted:
Net loss per common share, basic and diluted — as reported............. $ (0.67) $ (0.42)
Net loss per common share, basic and diluted — pro forma............... $ (0.70) $ (0.51)
Black Scholes Assumptions:
Expected VOIatility.........ccoeirereeieeierece e 63.0% 75.0%
Risk freeinterest rate...........cccceueuenee. 2.7% 2.6%
Dividend yield .......coovenrieininnn 0.0% 0.0%
Expected life (range in years) 4.0 4.0
Weighted average fair value per share at grant date.......................... $3.23 $2.83

The XO Communications, Inc. 2002 Stock Incentive Plan (the “2002 Stock Incentive Plan™) was adopted in
January 2003 and amended and restated in July 2003. Under the 2002 Stock Incentive Plan, the Company is
authorized to issue awards for up to 17.6 million shares of its common stock in the form of restricted stock or
options to purchase stock. The Company granted atotal of 1,158,882 options during the six months ended June 30,

2004.
(f) Comprehensive Loss

Comprehensive loss includes the Company’ s net loss, as well as net unrealized gains and losses on avail able-
for-sale investments. The following table reflects the Company’ s cal culation of comprehensive loss for the six
months ended June 30, 2004 and 2003 (dollars in thousands):

Three Months Ended June 30,
2004 2003




NEETOSS ...ttt $ (43,820) $  (19,836)
Other comprehensive loss:

Net unrealized gains (losses) on investment 1627 —
COMPreNENSIVE 10SS ..ottt $ (42,193) $ (19,836)

Six Months Ended June 30,

2004 2003
INEETOSS ...ttt $ (92,314) $ (40,324)
Other comprehensive loss:
Net unrealized gains (10SSeS) 0N INVESIMEN .......cccoveeeierieirieieeseei e 3,021 —
COMPIENENSIVE [OSS ... $ (89,293) $ (40,324)

2. BUSINESS COMBINATION

On June 23, 2004 (the “ Closing Date”), XO completed the acquisition of all of the local exchange carrier
businesses (the “ Acquired Businesses’) under the terms of the Asset Purchase Agreement ( the “ Purchase
Agreement”) entered into on February 18, 2004 by and among the Company, Allegiance Telecom, Inc. (“ATI”) and
Allegiance Telecom Company Worldwide (together with ATI, “Allegiance”), and approved by the United States
Bankruptcy Court for the Southern District of New Y ork on February 19, 2004. Allegiance and its direct and
indirect subsidiaries had operated as debtors-in-possession under the Bankruptcy Code since May 14, 2003.
Allegiance was a facilities-based national local exchange carrier that provided integrated telecommunications
services to business, government and other institutional usersin 36 major metropolitan areas across the United
States. Allegiance’ s service offerings included voice, data, and integrated communications services. XO did not
acquire Allegiance' s customer premises installation and maintenance business, shared hosting business, or dedicated
dial-up access service business.

Under the Asset Purchase Agreement, XO paid approximately $635.0 million for the Acquired Businesses
consisting of approximately $324.0 million of cash, including $13.0 million of adjustments for working capital, and
45,380,000 shares of XO common stock valued at approximately $311.0 million using XO’s common stock market
price for areasonable period before and after the Allegiance acquisition was announced. The amount of cash
consideration paid may be adjusted based on changes in the Acquired Businesses’ working capital, customer base or
assumed bankruptcy cure amounts.

On April 13, 2004 (the “Early Funding Date”), XO entered into an Operating Agreement that allowed it to
manage the operationsand receive or fund the net receipts or disbursements of the Acquired Businesses from the
Early Funding Date to the Closing Date. Under the terms of the Operating Agreement, the Allegiance estate would
invoice/remit to XO the monthly net disbursements/receipts of the Acquired Businesses. The Allegiance estate has
submitted April, May and June invoices requesting reimbursement for approximately $6.0 million of net
disbursements. XO has notified Allegiance that it disputes these invoices as XO’ s analysisindicates that the
Acquired Businesses were cash flow positive during that time. This contingency has not been reflected in the
accompanying consolidated financial statements. X O cannot be certain that, if arbitrated, any such dispute will be
resolved favorably to XO.

Upon the Closing Date, the $635.0 million consideration was paid to Allegiance and X O took title to the
Acquired Businesses. XO has retained independent appraisers to determine fair val ue the assets and liabilities
acquired asrequired under SFAS No. 141 “Business Combinations.” This appraisal isin process and is expected to
be completed in the third quarter of 2004. Accordingly, the accompanying consolidated balance sheet reflects the
investment in Allegiance which consists of $635.0 million of purchase price of the Acquired Businesses,
$36.4 million of unsecured Allegiance debt securities, plus direct transaction costs as of June 23, 2004.

Theresults of operations for the Acquired Businesses are included in the accompanying consolidated financial
statements from the Closing Date through June 30, 2004. The following is unaudited pro forma financial
information of the Company assuming the Allegiance acquisition had occurred at the beginning of the periods
presented (dollarsin thousands, except share and per share data):

Three Months Ended
June 30, 2004 June 30, 2003
REVENUE ...ttt sttt st st st arens $ 385,351 $ 417,926
LINL: B (62,293) (79,045)



Net loss per share—basicand diluted ...........ccccovvievrieennne $
Weighted average shares — basic and diluted

(0.34) $ (0.56)

Six Months Ended
June 30, 2004 June 30, 2003

REVENUE ...ttt ettt st sre s are e $ 768,461 $ 834,442
N = (146,188) (164,943)
Net loss per share— basic and diluted $ (0.82) $ (1.17)

Weighted average shares — basic and diluted
3. MARKETABLE AND OTHER SECURITIES

The amortized cost, gross unrealized gains and losses and fair value of the equity securities available-for-sale as
of June 30, 2004 and December 31, 2003, are in the following table. Other securities as of June 30, 2004 and
December 31, 2003 consist of debt securities, carried at cost, and mature in 2007.

(dollarsin thousands):

Gross
Gross Unrealized
Unrealized Holding

Fair Value Cost Basis Holding Gains (L osses)
As of June 30, 2004
Equity securities 6,252 $ 1,853 $ 4399 $ —
Other SECUNTIES.....oevveeereeteeeteeeeee e 12,011 12,011 — —
Total marketable and other securities... $ 18263 $ 13864 $ 4399 $ —
As of December 31, 2003
EqUity SECUMtIES.....cveverierereieerereiena $ 30,041 $ 28663 $ 3001 $ (1,623)
Other Securities.......cccoevvvvevecececeennns 12,011 12,011 — —
Total marketable and other securities... $ 42052 $ 40674 $ 3001 $ (1,623)

4. LONG-LIVED ASSETS

XO'slong-lived assets include property and equipment, fixed wireless licenses, and identifiable intangible
assetsto be held and used. Depreciation is cal culated on a straight-line basis over the estimated useful lives of the
assets. The estimated useful lives of telecommunications networks and acquired bandwidth are 3 to 20 yearsand 5 to
7 years for furniture fixtures, equipment and other. These useful lives are determined based on historical usage with
consideration given to technological changes and trends in the industry that could impact the network architecture
and asset utilization. Costs of additions and improvements are capitalized and repairs and maintenance are charged
to expenseasincurred. Direct external and internal costs of constructing property and equipment are capitalized
including interest costs related to construction.

Property and Equipment
Property and equipment consisted of the following components (dollarsin thousands):

June 30, December 31,
2004 2003

Telecommunications networks and acquired
bandWidth........c.cciiericc e $ 425,419 $ 407,747
Furniture, fixtures, equipment, and other..................... 93,103 77,783
518,522 485,530
Less: accumulated depreciation..........ocoveeerceererereennes (116,473) (79,501)
402,049 406,029
Network construction-in-progress..........coueeeeereeenienens 96,558 79,955

$ 408607 $ 485984

Depreciation expense related to property and equipment for the three and six months ended June 30, 2004 was
$22.8 million and $42.0 million respectively, and for the three and six months ended June 30, 2003 was



$20.7 million and $40.5 million, respectively. Assets classified as construction-in-progress are not being depreciated
asthey are not currently ready for their intended use.

Broadband Wireless Licenses and Other Intangibles

Broadband wireless licenses and other intangible assets consisted of the following components (dollarsin
thousands):

June 30, December 31,
2004 2003

Broadband wireless licenses........ccoovveveveveveceeenens $ 59,508 $ 59,508
Customer relationships........ccccoeevereierensereeeeene 49,987 49,987
Internally developed technology ........ccceeeeieiienenee 9,521 9,521
119,016 119,016

Less: accumulated amortization............ccceeveeeeenennee (39,245) (26,163)
79,771 92,853
XO Trade name — indefinite life asset........o.ooeeveneee 16,662 16,662

$ 96,433 $ 109,515

Amortization expense related to intangible assets for each of the three and six months ended June 30, 2004 was
$7.2 million and $13.8 million, respectively and for the three and six months ended June 30, 2003 was $6.5 million
and $13.1 million, respectively. As of June 30, 2004, approximately $23.5 million of fixed wireless licenses are not
being amortized as commercial services have not been deployed in the license’ s geographic area.

5.LONG-TERM DEBT

The Company has a secured credit facility (the “Credit Facility”) which matures on July 15, 2009. There are no
additional borrowings available under the Credit Facility. At June 30, 2004, long-term debt consisted of
$347.8 million in principal and $4.3 million of accrued interest that, if not paid, convertsto principal. There are no
current debt service requirements since cash interest payments as well as automatic and permanent quarterly
reductions on the principal amount outstanding do not commence until 2009. However, in the event that
consolidated excess cash flow (as defined in the Credit Facility) for any fiscal quarter during the term of the
agreement is greater than $25 million, at the request of the lender, the Company will pay an amount equal to 50% of
such excess cash flow greater than $25 million toward the reduction of outstanding indebtedness. In addition, if the
ratio of XO's consolidated earnings before interest, taxes, depreciation and amortization to interest expense for the
four consecutive quarters exceeds 4:1, XO would be required to pay cash interest, unless waived by the lenders.

The security for the Credit Facility consists of all assets of XO, including the stock of itsdirect and indirect
subsidiaries, and the assets of virtually all of those subsidiaries. The Credit Facility limits additional indebtedness,
liens, dividend payments and certain investments and transactions, and contains certain covenants with respect to
EBITDA (earnings before interest, taxes, depreciation and amortization) requirements and maximum capital
expenditures. In addition, the Company was required to achieve a minimum consolidated EBITDA of not less than
$10.0 million for the four-quarter period ended June 30, 2004. As of August 3, 2004 the lender has waived the
applicability of the minimum EBITDA covenant for each quarter from March 31, 2004 through December 31, 2005.
Actual consolidated EBITDA loss for the four-quarter period ended June 30, 2004 was $51.3 million. The Company
isalso required under the terms of the Credit Facility to maintain an unrestricted cash balance of $25 million at the
end of March 31, 2004 and each fiscal quarter thereafter during the term. On June 23, 2004, as part of the closing of
the Allegiance acquisition, the Company obtained the waiver and consent of the lenders with respect to the
following covenants contained in the Credit Facility and subject to XO providing updated collateral descriptions and
legal opinions not later than August 16, 2004: (i) the $25.0 limitation on the incurrence of permitted indebtedness,
permitted equi pment financings, acquired debt, and capital leases; (ii) the limitation on the incurrence of additional
liens with respect to liens on the Allegiance assets that remained in place following the effective date of the
Allegiance plan of reorganization; (iii) the restriction on making acquisitionsin excess of $50.0 million; (iv) the
requirement that accounts acquired as part of the Allegiance acquisition be subject to control agreements until
August 16, 2004; and (v) any noncompliance arising from the entering into of the Operating Agreement.

At June 30, 2004, more than 90% of the underlying loans of the Credit Facility are held by an entity controlled
by Mr. Carl C. Icahn, Chairman of the Company’s Board of Directors (“Mr. Icahn”). As discussed above, the
Company is not required to pay cash interest accrued on the principal amount under the Credit Facility until it meets



certain financial ratios; however, the Company can elect to begin paying interest in cash prior to the required date.
Loans under the Credit Facility bear interest, at the Company’ s option, at an alternate base rate, as defined, or a
Eurodollar rate plus, in each case, applicable margins. Once the Company beginsto pay accrued interest in cash, the
applicable margins are reduced. At June 30, 2004, the annualized weighted average interest rate applicable to
outstanding borrowings under the Credit Facility was 7.37%.

6. STOCKHOLDERS EQUITY

Pursuant to the Company’ s Certificate of Incorporation, the Company has the authority to issue 1,000.0 million
shares of Common Stock and 200.0 million shares of undesignated preferred stock. As of June 30, 2004,
approximately 181.9 million shares of its Common Stock had been issued, approximately 50% of which were owned
by entities controlled by Mr. Icahn.

The Company initiated arights offering (the “ Rights Offering”) during the fourth quarter of 2003 offering
40.0 million shares of its common stock at a price of $5.00 per share. The Rights Offering closed on January 5,
2004. An aggregate of 39.7 million shares were issued, yielding net proceeds of $197.6 million. Subsequent to
closing, these net proceeds were used to pay down the Company’s Credit Facility.

Asdiscussed in Note 2, the Company issued 45,380,000 shares on June 23, 2004 as part of the purchase price
for the Acquired Businesses of Allegiance.

On August 6, 2004, the Company issued 4.0 million shares of 6% Class A Convertible Preferred Stock in a
private placement for aggregate consideration of $200.0 million. See Note 10 for additional information.

7. OPERATING SEGMENTS
Reportable Segments

The Company operates its business as one tel ecommuni cations segment. The Company’ s telecommunications
segment includes all of its products and servicesincluding voice, data, and integrated voice and data. These services
have similar network operations and technol ogy requirements and are sold through similar sales channelsto a
similar targeted customer base. Therefore, the Company manages these services as a single segment that are sold in
geographic areas, or markets, within the United States, or that are sold to customers with a presence across
geographical markets.

Products and Services

The Company classifiesits products and services revenues offered by its telecommunications services segment
into voice services, data services, and integrated voice and data services (dollars in thousands):

Three monthsended Six monthsended
June 30, June 30,
2004 2003 2004 2003
VOICE SEIVICES ..ot $ 141,679 $ 150,020 $ 272,600 $ 300,743
Data ServiCeS.....oovvvevevesese e 95,612 97,321 188,561 199,298
Integrated voice and data services..... 40,892 36,577 77,967 69,970
Total reVENUE......cecveveeeeere e $ 278183 $ 283918 $ 539,128 $ 570,011

8. RELATED PARTY TRANSACTIONS
Various entities controlled by Mr. Icahn hold the following interestsin X O:

Outstanding
Common Stock Warrants Credit Facility
At December 31, 2003..........cccoeeeveeneen. Greater than 80% Greater than 40%  Greater than 90%
At June 30, 2004..........ccocevveeeeiiereenen Greater than 50% Greater than 40%  Greater than 90%

On August 6, 2004, XO completed a private placement of $200 million of XO's 6% Class A Convertible
Preferred Stock. Affiliates of Carl C. Icahn, XO's chairman and holder of approximately 50.2% of XO’s common
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stock, purchased 95% of the shares sold in the offering, and affiliates of Amalgamated Gadget, L.P., holder of
approximately 9.4% of XO’s common stock, purchased the remaining five percent. See note 10 for further
information.

On June 21, 2004, prior to the closing of the Allegiance acquisition, Mr. Icahn filed a schedule 13D amendment
disclosing that he exercised the option to purchase 6.25 million shares of previously issued XO common stock from
athird party at astrike price of $4.25 per share, and disclosed his beneficial ownership of 68.7%.

Asaresult of hissignificant majority ownership, Mr. Icahn can elect all of our directors, appoint the members
of the committees of XO's Board of Directors, appoint key members of XO’s executive management team, and
appoint XO’s auditors. Currently, Mr. Icahn is Chairman of the Board of Directors and three employees of [cahn
Associates also sit on the Board of Directors and various Committees of the Board of Directors. Under applicable
law and XO'’s Certificate of Incorporation and by-laws, certain actions cannot be taken without the approval of
holders of amajority of the Company’s voting stock, including, without limitation, mergers, acquisitions, the sale of
substantially all our assets, and amendmentsto XO’s Certificate of Incorporation and by-laws.

Mr. Icahn, through various entities that he owns or controls, has the right to require XO to register, under the
Securities Act of 1933, shares of XO’s Common Stock held by such entities and to include shares of XO's Common
Stock held by them in certain registration statements filed by X O.

Dixon Properties, LLC (“Dixon”), which is controlled by Mr. Icahn, owns the building in which XO’s
headquartersislocated. XO currently |eases approximately 170,000 square feet of space in that building. Pursuant to
the lease agreement, XO has paid $1.0 million and $2.0 million in lease rent to Dixon for the three and six months
ended June 30, 2004, respectively and XO is obligated to pay approximately $13.9 million to Dixon through the
expiration of theinitial term of the lease, which is November 30, 2007.

XO has entered into a Tax Allocation Agreement, dated January 16, 2003, between XO and Starfire Holding
Corporation (“ Starfire”), the parent entity of the affiliated group of corporations controlled by Mr. Icahn. XO and
Starfire will file consolidated returns during the period in which Mr. Icahn’s ownership of XO was equal to or
greater than 80%, as required by the Internal Revenue Code. Upon the closing of the Rights Offering in January
2004, Mr. Icahn’s ownership percentage fell below 80%. Consequently, XO will no longer be included as part of
Starfire's consolidated group after January 2004. Upon deconsolidation, the Tax Allocation Agreement generally
provides that Starfire will reimburse XO each year going forward for the excess of XO'’s actual income tax expense
over the income tax that would have been owed if the net operating losses or other tax attributes used in prior
periods by the Starfire consolidated group excluding X O, if any, were still available to XO.

The Company provides certain tel ecommunications services to companies affiliated with Mr. Icahn. For the
three and six months ended June 30, 2004, the total revenue recognized on such services affiliated with Mr. Icahn
was approximately $.5 million and $.7 million, respectively. During the three and six months ended June 30, 2004,
the Company has purchased approximately $0.1 million and $0.4 million, respectively, in services from Icahn
affiliates.

During the six months ended June 30, 2004, the Company purchased $0.1 million in hardware and services
from Dell Computers, Inc. Mr. Adam Dell, an XO director, is the brother of Mr. Michael Dell, the Chairman of Dell
Computers.

XO provided telecommunications services to Allegiance during the second quarter of 2004 through the Closing
Date. Total revenue recognized for those services was approximately $1.7 million.

9. COMMITMENTSAND CONTINGENCIES
Legal Proceedings

XOisinvolved in lawsuits, claims, investigations and proceedings consisting of commercial, securities, tort,
and employment matters, which arise in the ordinary course of business. In addition, disputes with respect to general
unsecured claims and two administrative expense claims against XO in the aggregate amount of approximately
$21.5 million remain pending from XO’s 2002 Chapter 11 proceedings. In accordance with SFAS No. 5,
“Accounting for Contingencies,” XO makes a provision for aliability when it is both probable that aliability has
been incurred and the amount of the loss can be reasonably estimated. X O believesit has adequate provisions for
any such matters. X O reviews these provisions at least quarterly and adjusts these provisions to reflect the impacts
of negotiations, settlements, rulings, advice of legal counsel, and other information and events pertaining to a
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particular case. Litigation isinherently unpredictable. However, XO believesthat it has valid defenses with respect
to legal matters pending against it. Nevertheless, it is possible that cash flows or results of operations could be
materially affected in any particular period by the unfavorable resolution or disposition of one or more of these
contingencies.

On July 23, 2004, we responded to the informal inquiry of the Securities and Exchange Commission regarding
the public reporting of customers and access linesin the telecommunications industry. We have included disclosure
in Part I, Item 5 addressing certain matters that we described in our response to the SEC inquiry.

10. SUBSEQUENT EVENTS

On August 6, 2004, XO completed a private placement of $200 million for 4 million shares of 6% Class A
Convertible Preferred Stock. Affiliates of Carl C. Icahn, XO's chairman and owner of approximately 50.2% of XO's
outstanding common stock, purchased 95% of the preferred shares sold in the offering, and an affiliate of
Amalgamated Gadget, L.P., holder of approximately 9.4% of XO’s outstanding common stock, purchased the
remaining five percent. We refer to this offering as the Preferred Stock Offering.

The Preferred Stock Offering was reviewed and approved by a special committee of XO’s Board of Directors
consisting of XO independent directors, Messrs. Dell, Gradin and Knauss. The special committee selected its own
counsel and financial advisor. The special committee and the Company received the opinion of Jefferies &

Company, Inc., the special committee’ s financial advisor, that subject to specified qualifications, assumptions and
limitations, the material terms of the 6% Class A Convertible Preferred Stock were fair to XO, from afinancial point
of view, at the time of issuance. Asaresult of the Preferred Stock Offering and assuming the conversion of all of the
outstanding 6% Class A Convertible Preferred Stock, Mr. Icahn acquired beneficial ownership of approximately
59% of X O outstanding common stock. Proceeds of the Preferred Stock Offering will be used for general working
capital purposes and to fund possible future acquisitions that would add additional scale and synergiesto XO’s
business.

The Class A Preferred Stock ranks senior to the Company’ s common stock. Holders of the Class A Preferred
Stock are not entitled to receive annual dividends, however, the liquidation preference of the Class A Preferred
Stock automatically increases at arate of 1.5% each quarter through the maturity date, January 15, 2010. The
Company isrequired to redeem the then-outstanding shares of Class A Preferred Stock on the maturity date at 100%
of their aggregate liquidation preference, including compounded accretion through that date, unless earlier redeemed
or converted into common stock. If all of the shares of Class A Preferred Stock were to remain outstanding on the
maturity date, and assuming the accretion of all the required increases to the liquidation preference thereof, holders
of the Class A Preferred Stock would be entitled to the redemption of 59,868,561 shares of common stock then
issuable upon conversion of the Class A Preferred Stock and would have an aggregate liquidation preference of
approximately $276.6 million. The Company may also, at its sole option, redeem the Class A Preferred Stock at any
time after the third anniversary of the issue date of such sharesif the average market price of the Company’s
common stock for the 20 days prior to such redemption is equal to or greater than 250% of the conversion price of
the Class A Preferred Stock. Each holder of the Class A Preferred Stock shall be entitled to one vote for each share
of common stock then-issuable upon the conversion of the shares of Class A Preferred Stock. Both the conversion
ratio and the voting power of each share of Class A Preferred Stock will be automatically increased each quarter as
the liquidation preference increases at the rate of 1.5% each quarter. The holders of Class A Preferred Stock also
have anti-dilution protection in the event that the Company issues shares of common stock at a price below the then-
prevailing market price of the Company’s common stock.



PART |. FINANCIAL INFORMATION
Item 2. Management’ s Discussion and Analysis of Financial Condition and Results of Operations

Forwar d-looking and Cauti onary Statements

Some statements and information contained in this document are not historical facts, but are “forward-looking
statements,” as such term is defined in the Private Securities Litigation Reform Act of 1995. These forward-looking
statements can be identified by the use of forward-looking terminology such as*“believes,” “expects,” “plans,”
“may,” “will,” “would,” “could,” “should,” or “anticipates’ or the negative of these words or other variations of
these words or other comparable words, or by discussions of strategy that involve risks and uncertainties. Such
forward-looking statements include, but are not limited to, statements regarding:

our services, including the development and deployment of data products and services based on | P,
Ethernet and other technologies and strategies to expand our targeted customer base and broaden our sales
channels;

the operation of our network and back office systems, including with respect to the development of 1P
protocaols;

liquidity and financial resources, including anticipated capital expenditures, funding of capital expenditures
and anticipated levels of indebtedness; and

trends related to and expectations regarding the results of operations in future periods, including but not
limited to those statements set forth in Management’ s Discussion and Analysis of Financial Condition and
Results of Operations below.

All such forward-looking statements are qualified by the inherent risks and uncertainties surrounding
expectations generally and also may materially differ from our actual experience involving any one or more of these
matters and subject areas. The operation and results of our business also may be subject to the effect of other risks
and uncertainties in addition to the relevant qualifying factorsidentified in the “Liquidity Assessment” discussions
set forth below and the “ Risks and Uncertainties” discussion and the “Risk Factors” section of our 2003 Annual
Report, including, but not limited to:

general economic conditionsin the geographic areas that we are targeting for the sale of
telecommunications services,

the ability to achieve and maintain market penetration and average per customer revenue levels sufficient to
provide financial viability to our business;

the quality and price of similar or comp arable telecommunications services offered, or to be offered, by our
current or future competitors; and

future judicial decisions, telecommunications-rel ated legislation and/or regulatory developments and the
conduct of incumbent carriersin reaction to such developments.

Overview

We provide acomprehensive array of voice and data telecommunications services to business customers. Our
voice servicesinclude local and long distance services, both bundled and standal one, other voice-related services
such as conferencing, domestic and international toll free services and voicemail, and transactions processing
services for prepaid calling cards. Our data services include Internet access, private data networking, including
dedicated transmission capacity on our networks, virtual private network services, Ethernet services, and web
hosting services. We also combine many of these servicesin flat rate service packages. These services are offered to
avariety of customers, including small, medium and large retail businesses, multi-location businesses and carrier or
wholesale customers.

To serve our customers’' broad and expanding telecommunications needs, we operate a network comprised of a
series of rings of fiber optic cableslocated in the central business districts of numerous metropolitan areas, which we
refer to as metro fiber networks, that are connected primarily by a network of numerous dedicated wavel engths of
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transmission capacity on fiber optic cables, which we refer to as an intercity network. By integrating these networks
with advanced telecommunications technol ogies, we are able to provide a comprehensive array of
telecommunications services primarily or entirely over a network that we own or control, from the initiation of the
voice or datatransmission to the point of termination, which we refer to as end-to-end service. This capability
enables us to provide telecommunications services between customers connected to our network and among
customers with multiple locations primarily or entirely over our network.

With the acquisition of Allegiance’s network assets and customer base discussed below, XO is one of the
nation’s largest competitive providers of national local telecommunications and broadband services. We own one of
the largest networks of nationwide connections to the RBOCs' networks, and doubled our Points of Presence (PoPs)
within the 36 metropolitan areas where both X O and Allegiance operate. We believe that this extensive network will
allow the combined company to (i) improve delivery of service to customers (ii) reduce network costs (iii) improve
operating results and (iv) improve our ability to compete with other companies in the nationwide local
telecommunications services market.

Recent Events
FCC Rulemaking

The Federal Communications Commission, or FCC, has indicated that it intends to issue interim rules with
respect to the requirements that the Incumbent Local Exchange Carriers, or ILECs, make available Unbundled
Network Elements, or UNEs, to competitive carriers like us. Current UNE rules require that the ILECs lease their
network assets to competitive carriers like us at cost-based rates. Network assets that we obtain as UNEs comprise a
material portion of our total cost of service. We anticipate that the interim rules will provide that, unless the FCC
adoptsfinal rules prior to March 2005, (i) the ILECs can increase the price of existing UNEs by 15%, and (ii)
require that new orders for the use of the ILEC network assets formerly available as UNEs are to be leased by
competitive carriers at special access, or retail, rates. If the FCC adopts the interim rules as we anticipate, and does
not adopt final rules prior to 2005 that alter the interim rules, XO’ s financial condition and results of operations
would be materially and adversely affected. The proposed FCC rulemaking is discussed in greater detail below
under the heading “ Regulatory Overview.”

New Board Members

We appointed Fredrik G. Gradin and Robert L. Knauss to our Board of Directorsin July 2004. Both Mr. Gradin
and Mr. Knauss join the board as independent directors and will serve on the Board’s Audit Committee. Mr. Knauss
isthe chairman of our Audit Committee.

Mr. Gradin has been president and CEO of Explorer Group Inc., an investment management company, since its
inception in 1998. Prior to founding Explorer Group Inc., Mr. Gradin served as president of Spectron Energy, Inc., a
leading energy brokerage company. Mr. Gradin holds a Bachelor of Arts degree from Rice University.

Mr. Knauss currently serves as an independent director on the boards of the NY SE-traded investment funds
Equus|lI, Inc. and The Mexico Fund, Inc. In the past twenty years Mr. Knauss has served on the boards of seven
public companies. He previously served as chairman of Philip Services Corporation from 1998 to 2000 and from
2002 to 2003. Mr. Knauss also previously served as the dean of the University of Houston Law Center and
Vanderbilt University Law School. Mr. Knauss holds a J.D. degree from the University of Michigan and a Bachelor
of Arts degree from Harvard College.

Announcement of Acting Chief Financial Officer appointment

On April 14, 2004, we announced that we had appointed William Garrahan as Acting Chief Financial Officer.
Mr. Garrahan replaces Wayne Rehberger, who was promoted to the position of Chief Operating Officer of XO.
From July 2001 to March 2004, Mr. Garrahan served as our Vice President and Senior Vice President, Corporate
Development and Strategic Planning. From September 1996 to February 2001, he was Senior Vice President with
Lehman Brothersin its equity research department.

Business Combination

On June 23, 2004, the Closing Date, we completed the acquisition of all of the local exchange carrier
businesses, which we refer to as the Acquired Businesses, previously agreed to under the termsof the Asset
Purchase Agreement entered into on February 18, 2004 between us, Allegiance Telecom, Inc. and Allegiance
Telecom Company Worldwide, collectively referred to as Allegiance, and approved by the United States
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Bankruptcy Court for the Southern District of New Y ork on February 19, 2004. Allegiance and its direct and
indirect subsidiaries operated as debtor-in-possession under the Bankruptcy Code since May 14, 2003. Allegianceis
afacilities-based national local exchange carrier that provides integrated telecommunications services to business,
government and other institutional usersin 36 major metropolitan areas across the United States. Allegiance’s
service offeringsinclude voice, data, and integrated telecommunications services.

The assets of the Acquired Businesses consist primarily of:

switching and routing equipment, located both in current Allegiance facilities and in facilities operated by
one or more incumbent local exchange carriers;

physical points of presencein the form of network operations centers, data centers, central offices, and
sales offices located in 36 major metropolitan areas;

customer and sales agreements and receivables that constitute amajority of Allegiance’svoice and data
revenues,

leased intercity and metro fiber network capacity that is both redundant to and expansive of XO’s current
network; and

billing, provisioning, and other back-office information technology platforms.

Under the Purchase Agreement, we paid approximately $635.0 million for the Acquired Businesses, consisting
of approximately $324.0 million of cash, including $13.0 million of adjustments for working capital, and 45,380,000
shares of our common stock valued at approximately $311.0 million using our common stock market price for a
reasonabl e period before and after the Allegiance acquisition was announced. The amount of cash consideration may
be adjusted based on changes in the Acquired Businesses' working capital, customer base or assumed bankruptcy
cure amounts.

On April 13, 2004, the Early Funding Date, we entered into an operating agreement that allowed us to manage
the operations and receive or fund the net receipts or disbursements of the Acquired Businesses from the Early
Funding Date to the Closing Date. Under the terms of the operating agreement, the Allegiance estate would
invoice/remit to us the monthly net disbursements/receipts of the Acquired Businesses. The Allegiance estate has
submitted April, May and June invoices requesting reimbursement for approximately $6.0 million of net
disbursements. We have notified Allegiance that we dispute these invoices as our analysisindicates that the
Acquired Businesses were cash flow positive during that time frame. This contingency has not been reflected in the
accompanying consolidated financial statements. We cannot be certain that, if arbitrated, any such dispute will be
resolved favorably to us.

Upon the Closing Date, the $635.0 million of consideration was paid to Allegiance and we took title to the
Acquired Businesses. We have retained independent appraisers to determine fair value of the assets and liabilities
acquired as required under SFAS No. 141 “Business Combinations.” This appraisal isin process and will be
completed in the third quarter of 2004, accordingly, the accompanying consolidated balance sheet reflects the
investment in Allegiance which consists of the $635.0 million purchase price of the Acquired Businesses,
$36.4 million of unsecured Allegiance debt securities, plus direct transaction costs as of June 23, 2004. In addition,
the consolidated results of operations for the Acquired Businesses for the period of June 23, 2004 through June 30,
2004 are reported in the Company’ s accompanying Statement of Operations.

Comparison of Financial Results

The operational results of XO for the three and six months ended June 30, 2004 are discussed below. Asthe
acquisition of the Aquired Businesses closed June 23, 2004, results of operations are included from the Closing Date
through June 30, 2004. Forward |ooking information with respect to the conbined company of XO and Allegianceis
discussed at the end of each financial results analysis. Our actual experience may differ materially from our
proj ections of the combined company, based on many factors including, among others:

there are inherent uncertainties in projecting future results for any business;

we may not successfully integrate the Acquired Businesses;
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while Allegiance’s consolidated financial position and results of operations have been audited through
December 31, 2003, stand alone financial information with respect to the Acquired Businesses has not been
audited; and

we cannot predict the outcome of future judicial decisions, telecommunications related | egislation and/or
regulatory developments or the reaction by incumbent carriers to such developments.

Three and Six Months Ended June 30, 2004 ver sus Three and Six Months Ended June 30, 2003

Revenue. Total revenue for the three months ending June 30, 2004 decreased 2.0% to $278.2 million from
$283.9 million in the same period of 2003 while total revenue for the six months ended June 30, 2004 decreased
5.4% to $539.1 million from $570.0 million for the same period of 2003. The three and six month financial results
for 2004 include approximately $9.1 million of revenue from the Acquired Businesses. Our 2004 revenue decreased
from 2003 results due to declinesin carrier revenue, competitive pricing pressure and FCC mandated reductionsin
carrier access billing rates. X O revenue, exclusive of revenue from the Acquired Businesses, of $269.1 million for
the three months ended June 30, 2004, showed growth compared to revenue for the three months ended March 31,
2004 of $261.0 million due to settlements and other one time items, and growth in our coreretail business.

Based on our review and analysis, we believe that on a pro forma basis, the annualized revenue of the combined
company will be approximately $1.5 billion. If current business and industry trends continue, we would expect that
the revenue for the combined company will berelatively stable during the year following the acquisition, although it
may fluctuate quarter to quarter. This projection could be negatively impacted if we do not successfully integrate
and retain the Acquired Businesses' customers and sales forces.

Revenue was earned from providing the following services (dollars in thousands):

Threemonthsended June 30,

% of % of
2004 Revenue 2003 Revenue % Change
VOICE SEIVICES.....oecveereereeteeeerece e $ 141,679 50.9% $ 150,020 52.8% (4.6%)
Data ServiCes.......oeeeeeeeceeiesese e 95,612 34.4% 97,321 34.3% (1.8%)
Integrated voice and data services........ 40,892 14.7% 36,577 12.9% 11.8%
Total reVenUE.........ccvvveeeeeeeeeeeeeen, $ 278183 _100.0% $ 283918 __100.0% (1.5%)

Six monthsended June 30,

% of % of
2004 Revenue 2003 Revenue % Change
VOICE SEIVICES......coveeeteereeereeeeere e $ 272,600 505% $ 300,743 52.7% (8.9%)
DataSErViCES.....coveieeceeeteeeeiecrecrecre e 188,561 35.0% 199,298 35.0% (5.4%)
Integrated voice and data services........ 77,967 14.5% 69,970 12.3% 11.4%
Total revenue........ooeeeecererecererenenes $ 539128 __100.0% $ 570011 100.0% (5.2%)

Voice services revenue includes revenue from local and long distance voice services, prepaid calling card
processing, and other voice tel ecommuni cations based services, interactive voice response services and stand-alone
long distance services. Our three and six month financial results for 2004 include approximately $5.0 million of
voice revenue from the Acquired Businesses. V oice services revenue in the second quarter of 2004 decreased to
$141.7 million from $150.0 million for the same period of 2003 and for the first half of 2004 decreased to
$272.6 million from $300.7 million for the same period in 2003. The year over year decrease is primarily
attributable to carrier customer declines during 2003 driven by churn and competitive pricing pressures. In addition,
the FCC mandated certain rate reductions in carrier access billings.

Data services revenue includes revenue from I nternet access, network access and web applications hosting
services. Our three and six month financial results for 2004 includes approximately $1.6 million of data services
revenue from the Acquired Businesses. Data services revenue in the second quarter of 2004 decreased to
$95.6 million from $97.3 million for the same period of 2003 and for the first half of 2004 decreased to
$188.6 million from $199.3 million for the same period in 2003. Second quarter data services revenue was rel atively
stable with first quarter 2004 results of $92.9 million. The majority of the year over year decline was attributable to
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carrier customer churn during 2003 due to network downsizing. XO data services revenue, exclusive of revenue
from the Acquired Businesses, of $94.0 million was relatively stable with first quarter 2004 results of $92.9 million.

Integrated voice and data services revenue is generated largely from our X Options service offerings, aflat-rate
bundled package offering a combination of voice and data services. Our three and six month financial results for
2004 include approximately $2.5 million of integrated voice and data revenue from the Acquired Businesses.
Integrated voice and data services in the second quarter and first half of 2004 increased to $40.9 million and
$78.0 million, respectively, from $36.6 million and $70.0 million in the second quarter and first half of 2003,
respectively, dueto growth in our XOptions bundled package service and $2.5 million of revenue from the Acquired
Businesses. Integrated voice and data services continue to show growth when compared to the first quarter 2004
results of $37.1 million.

Costs and expenses. The table below provides costs and expenses by classification and as a percentage of
revenue (dollars in thousands):

Threemonthsended June 30,
% of % of
2004 Revenue 2003 Revenue % Change
Costs and expenses:
Cost Of SEIVICE.....cueeveereeecee e, $ 118,822 42.7% $ 104,898 36.9% 13.3%
164,149 59.0% 165,042 58.1% (0.5%)
30,065 10.8% 27,238 9.6% 10.4%
$ 313.036 $ 207178 5.3%
Six monthsended June 30,
% of % of
2004 Revenue 2003 Revenue % Change
Costs and expenses:
Cost Of SErVICE....cuvcveeceeecece e, $ 228,783 24% $ 212,404 37.3% 7.7%
Selling, operating and general 332,702 61.7% 331,277 58.1% 0.4%
Depreciation and amortization 55,762 10.3% 53,605 9.4% 4.0%
TOtal oo $ 617,247 $ 597,286 3.3%

Cost of service. Cost of serviceincludes expenses directly associated with providing telecommunications
services to our customers. Cost of service includes, among other items, the cost of connecting customersto our
networks vialeased facilities, the costs of |easing components of our network facilities and costs paid to third party
service providers for interconnect access and transport services. Our three and six month financial results for 2004
include $3.3 million of cost of service expenses from the Acquired Businesses. Cost of service for the three and six
months ended June 30, 2004 increased in absolute dollars and increased as a percentage of revenue compared to the
same period in 2003. The absolute dollar increase is due to reduced settlements, a more expensive traffic mix and
the inclusion of the Acquired Businesses from the Closing Date through June 30, 2004.

Based on our review and analyses, we believe that, on apro formabasis, cost of service as a percentage of
revenue for the combined companieswill remain relatively stable. We originally estimated a potential benefit of
approximately $60.0 million in pro forma annualized cost of service expense synergies for the combined companies
if our integration efforts were successful. We have made progress integrating the two companies and are on plan to
reach our synergy targets. Cost of service as a percentage of revenue may be adversely impacted if we do not
successfully integrate the Acquired Businesses.

Selling, operating and general. Selling, operating and general expense includes expenses related to sales and
marketing, internal network operations and engineering, information systems, general corporate office functions,
business taxes and collection risks. Our three and six month financial results for 2004 include $4.9 million of selling,
operating and general expenses from the Acquired Businesses. Selling, operating and general expense for the quarter
ended June 30, 2004 was $164.1 million or 59.0% of revenue compared to $165.0 million or 58.1% of revenue for
the quarter ended June 30, 2003. Selling, operating and general expense for the six months ended June 30, 2004 was
$332.7 million or 61.7% of revenue compared to $331.3 million or 58.1% of revenue for the six months ended June
30, 2003. Theincreasein selling, operating and general expense as a percentage of revenue is due to the reduction of
revenues due to factors discussed above, with no offsetting direct expense reductions.
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Based on our review and analyses we believe that, on apro formabasis, selling, operating and general expense
for the combined company will increase in absolute dollars with the addition the Acquired Businesses, but decrease
as a percentage of revenue by the end of 2004 as we integrate the organizations. We originally estimated a potential
benefit of approximately $100.0 million in pro forma annualized selling, operating and general expense synergies
for the combined companiesif our integration efforts were successful. We have made progress integrating the two
companies and are on plan to reach our synergy targets. This projection would be adversely affected if we do not
successfully integrate the Acquired Businesses in atimely manner.

Depreciation and amortization. Our three and six month financial results for 2004 include $3.1 million of
depreciation and amortization expense based on our early estimate of the fair value of the fixed assets and
intangibles of the Acquired Businesses. This estimate could change upon completion of the purchase price allocation
asrequired by SFAS 141 “Business Combinations.” Depreciation expense was $22.8 million for the three months
ended June 30, 2004, compared to $20.7 million for the same period in 2003 and $42.0 million for the six months
ended June 30, 2004, compared to $40.5 million for the same period in 2003. Amortization expense includes the
amortization of fixed wireless licenses and other intangible assets with definite useful lives. Total amortization
expense was $7.2 million for the second quarter of 2004 and $6.5 million for the second quarter of 2003 and was
$13.7 million in the first half of 2004 and $13.1 million in the first half of 2003. The increase in absolute dollarsis
dueto the inclusion of an estimate of the fair value of the fixed assets and intangibles of the Acquired Businesses.
As of June 30, 2004, we had approximately $96.6 million of construction-in-progress plus $23.5 million of fixed
wireless licenses that are not currently ready for their intended use or placed into service and, accordingly, are not
currently being depreciated or amortized.

Depreciation and amortization expense will increase as the Acquired Businesses include a significant amount of
fixed assets and the valuation required by SFAS 141 will assign book values to intangibles not previously recorded
by Allegiance.

I nvestment income (loss), net. Investment income (l0ss), net includes interest income on investments and
realized gains or losses on the sale of investments. For the three nonths ended June 30, 2004 we reported a net
investment loss of $3.1 million while we reported net investment income of $5.1 million for the same period of
2003. Investment loss, net for the six months ended June 30, 2004 was $1.7 million while we had net investment
income of $8.3 million for the same period in 2003. The decrease in investment income is due primarily to the
recognized |osses on the sale of marketable securities during 2004.

I nterest expense, net. Interest expense, net includes interest expense on debt and capital leases, less any
amounts capitalized for construction efforts. The majority of interest expense in 2004 is non-cash as the Credit
Facility allows for accrued interest to be converted into principal if unpaid. Interest expense, net for the quarter
ended June 30, 2004 and 2003 was $5.8 million and $11.7 million, respectively. Interest expense, net for the six
months ended June 30, 2004 and 2003 was $12.5 million and $21.4 million, respectively. The significant reduction
for 2004 was due to the repayment of outstanding principal under the Credit Facility with the proceeds of the Rights
Offering in January 2004. During the three months ended June 30, 2004 and 2003, we capitalized interest on
construction costs of $1.0 million and $1.3 million, respectively.

Critical Accounting Policies

Our significant accounting policies are more fully described in the notes to the consolidated financial statements
in our 2003 Annua Report. The preparation of the condensed consolidated financial statements in accordance with
accounting principles generally accepted in the United States requires management to make judgments, estimates
and assumptions regarding uncertainties that affect the reported amounts of assets and liabilities, disclosure of
contingent assets and liabilities and the reported amounts of revenues and expenses. Management uses historical
experience and all available information to make these judgments and estimates and actual results could differ from
those estimates and assumptions that are used to prepare our financial statements at any given time. Despite these
inherent limitations, management believes that Management’ s Discussion and Analysis and the accompanying
condensed consolidated financial statements and footnotes provide a meaningful and fair perspective of our financial
condition and our operating results for the current period. Management believes the following critical accounting
policies represent the more significant judgments and estimates used in the preparation of our condensed
consolidated financial statementsincluded in this Quarterly Report on Form 10-Q.
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Long-Lived Assets

Our long-lived assets include property and equipment, fixed wireless licenses, and identifiable intangible assets
to be held and used. Depreciation iscalculated on a straight-line basis over the estimated useful lives of the assets.
The estimated useful lives of telecommunications networks and acquired bandwidth are 3to 20 yearsand 5to 7
years for furniture fixtures, equipment and other. These useful lives are determined based on historical usage with
consideration given to technological changes and trendsin the industry that could impact the network architecture
and asset utilization. This latter assessment is significant because we operate within an industry in which new
technological changes could render some or all of our network related equipment obsol ete requiring application of a
shorter useful life or, in certain circumstances, awrite-off of the entire value of the asset. Accordingly, in making
this assessment, we consider our planned use of the assets, the views of experts both from internal and outside
sources regarding the impact of technological advances and trends in the industry on the value and useful lives of
our network assets. Costsof additions and improvements are capitalized and repairs and maintenance are charged to
expense asincurred. Direct external and internal costs of constructing property and equipment are capitalized
including interest costs related to construction.

I nvestments in broadband wireless licenses are amortized over the license period of 10 years as determined by
the Federal Communications Commission. In order to receive an extension on the original license term from the
FCC, we are required to show substantial servicein the license areawithin ten years of being licensed. Failure to
meet this requirement could result in forfeiture of the license. Approximately $23.5 million in book value of these
licenses have not yet been placed into service. Had these licenses been in service during the first half of 2004,
amortization expense would have increased by approximately $2.2 million. If we fail to show substantial servicein
the licensed geographic area at the end of the original ten year period and are not granted an extension or renewal
from the FCC, we would forfeit the right to offer such servicesin that market, and write-off the impaired asset. XO
is evaluating recent improvementsin the price and performance of broadband wirel ess equi pment, and is developing
aplan to meet the FCC' s substantial servicetest in all itslicensed areas before the licenses are due for renewal
proceedings.

Other intangibles consist of customer relationships, internally devel oped technology and XO'’ s trade name. The
customer relationships and internally devel oped technol ogy are being amortized using the straight-line method over
the estimated useful lives of three years. The XO trade name was determined to have an indefinite life and is not
being amortized, but isreviewed at |east annually for impairment, as required under Statement of Financial
Accounting Standards, or SFAS, No. 142 “Goodwill and Other Intangible Assets,” or SFAS No. 142.

Depreciation or amortization of the long-lived asset begins when the asset is substantially complete or placed
into service.

Long-lived assets are reviewed for impairment whenever events or changes in circumstances indicate that the
carrying amount should be addressed pursuant to SFAS No. 144, “ Accounting for the Impairment or Disposal of
Long-Lived Assets,” or SFAS No. 144. The criteriafor determining impairment for long-lived assets to be held and
used is determined by comparing the carrying value of these long-lived assets to management’ s best estimate of
future undiscounted cash flows expected to result from the use of the assets and their eventual disposition. We
believe that no impairment existed under SFAS No. 144 as of December 31, 2003. In the event that there are
changesin the planned use of our long-lived assets or our expected future undiswounted cash flows are reduced
significantly, our assessment of our ability to recover the carrying value of these assets under SFAS No. 144 could
change.

Revenue Recognition

Revenues from telecommunications services are recognized when the services are performed, evidence of an
arrangement exists, the fee isfixed and determinable and collectibility is probable. In circumstances when these
criteria are not met, revenue recognition is deferred until resolution occurs. For example, if a customer filesfor
protection under bankruptcy, we believe the probability of collection is weakened. Consequently, under such
circumstances, although we continue to bill the customer for all services provided, we do not recognize revenue until
cash isreceived. In addition, telecommunications customers often dispute the amounts that we invoice them due to
regulatory issues, late payment fees, and early termination charges based on differences of opinion regarding
contract terms or service levels. Accordingly, as these billingsare not considered fixed and determinable and
collection of such amountsis not considered probable while these amounts are disputed, revenue recognition is
deferred until the dispute is resolved and the cash is collected.
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Service discounts and incentivesrelated to telecommunications services are recorded as a reduction of revenue
when granted or ratably over a contract period. Fees billed in connection with customer installations and other non-
recurring fees are deferred and recognized ratably over the estimated customer life. The estimated customer lifeis
calculated by analyzing customer disconnects as a percentage of revenue. This calculation is reviewed every quarter.

We establish an allowance for collection of doubtful accounts and other sales credit adjustments. Allowances
for sales credits are established through a charge to revenue, while allowances for doubtful accounts are established
through a charge to selling, operating and general expenses. We assess the adequacy of these reserves monthly by
considering general factors, such asthe length of time individual receivables are past due, historical collection
experience, the economic and competitive environment, and changes in the credit worthiness of our customers. As
considered necessary, we also assess the ability of specific customersto meet their financial obligationsto us and
establish specific valuation allowances based on the amount we expect to collect from these customers. We can and
have experienced material changes to our reserve requirements on a month to month basis as significant customers
have in the past unexpectedly filed for bankruptcy or otherwise became insolvent. We believe that our established
credit and valuation allowances were adequate as of June 30, 2004. If circumstancesrelating to specific customers
change or economic conditions worsen such that our past collection experience and assessment of the economic
environment are no longer valid, our estimate of the recoverability of our trade receivables could be changed. If this
occurs, we would adjust our valuation allowance in the period the new information is known.

Cost of Service

Cost of serviceincludes expenses directly associated with providing telecommunications services to customers,
including, among other items, the cost of connecting customersto our networks vialeased facilities, the costs of
leasing components of our network facilities and costs paid to third party providersfor local access and transport
services. All such costs are expensed as incurred. We accrue for the expected costs of services received from third
party telecommunications providers during the period the services are rendered. Invoices received from the third
party telecommunications providers are often disputed due to billing discrepancies. We accrue for all invoiced
amounts, even amounts in dispute, as these amounts represent contingent liabilities that are considered probable and
measurable. Disputes resolved in our favor may reduce cost of service in the period the dispute is settled and
typically reflect costs paid in prior periods. Asthe period of time required to resolve these types of disputes often
lapses over several quarters, the benefits associated with the favorable resol ution of such disputes normally are
realized in periods subsequent to the accrual of the disputed invoice.

Liquidity and Capital Resour ces
Capital Resources and Liquidity Assessment

During thefirst half of 2004, our operating activities used net cash of $54.7 million, our investing activities
used net cash of $389.5 million primarily to effect the Allegiance acquisition discussed under the heading “ Recent
Events”, and our financing activities provided net cash of $2.0 million. Our balance of cash and cash equivalents
decreased to $36.3 million at June 30, 2004 from $478.6 million at December 31, 2003.

On August 6, 2004, XO completed a private placement of $200 million shares of our 6% Class A Convertible
Preferred Stock. Affiliates of Carl C. Icahn, XO's chairman and owner of approximately 50.2% of XO’s outstanding
common stock, purchased 95% of the preferred shares sold in the offering, and an affiliate of Amalgamated Gadget,
L.P., holder of approximately 9.4% of XO’s outstanding common stock, purchased the remaining five percent.
Proceeds of the Preferred Stock Offering will be used for general working capital purposes and to fund possible
future acquisitions that would add additional scale and synergies to our business.

Based on our review and analyses of the Acquired Businesses and giving effect to the consummation of the
Preferred Stock Offering, we believe we will not be required to raise additional capital to fund our current business
plan, subject to the funding requirements of possible future acquisitions. This projection could be negatively
impacted if we are unsuccessful in properly integrating XO and the Acquired Businesses in atimely manner, if we
see unexpected customer losses during the integration period, if integration costs are higher than expected, if
unfavorablejudicial, regulatory, or legislative developments adversely impact our pricing and/or cost of service
under the heading if there are further downturns in the industry or the economy. We cannot predict at this time what
impact the regulatory changes discussed under the heading “ Recent Events’ may have on our financial position and
projections.



The outstanding balance on the Credit Facility as of June 30, 2004 was $352.1 million. We have no current debt
service requirements since cash interest payments as well as automatic and permanent quarterly reductions of the
principal amount outstanding under the Credit Facility do not commence until 2009. There are no additional
borrowings available under our Credit Facility. However, in the event that consolidated excess cash flow (as defined
in the Credit Facility) for any fiscal quarter during the term of the agreement is greater than $25.0 million, at the
reguest of the lender, XO will pay an amount equal to 50% of such excess cash flow greater than $25.0 million
toward the reduction of outstanding indebtedness. In addition, if the ratio of our consolidated earnings before
interest, taxes depreciation and amortization for the four consecutive quarters exceeds 4.1, we would be required to
pay cash interest, unless waived by the lenders.

Our Credit Facility limits additional indebtedness, liens, dividend payments and certain investments and
transactions, and contains certain covenants with respect to EBITDA requirements and maximum capital
expenditures. In addition, the Company was required to achieve a mininum consolidated EBITDA of not less than
$10.0 million for the four-quarter period ended June 30, 2004. As of August 3, 2004 the lender has waived the
applicability of the minimum EBITDA covenant for each quarter from March 31, 2004 through December 31, 2005.
Actual consolidated EBITDA loss for the four-quarter period ended June 30, 2004 was $51.3 million. The Company
isalso required under the terms of the Credit Facility to maintain an unrestricted cash balance of $25.0 million at the
end of March 31, 2004 and each fiscal quarter thereafter during the term. On June 23, 2004, as part of the closing of
the Allegiance acquisition, we obtained the waiver and consent of the lenders with respect to the following
covenants contained in the Credit Facility and subject to our providing updated collateral descriptions and legal
opinions not later than August 16, 2004: (i) the $25.0 limitation on the incurrence of permitted indebtedness,
permitted equipment financings, acquired debt, and capital leases; (ii) the limitation on the incurrence of additional
liens with respect to liens on the Allegiance assets that remained in place following the effective date of the
Allegiance plan of reorganization; (iii) the restriction on making acquisitionsin excess of $50.0 million; (iv) the
requirement that accounts acquired as part of the Allegiance acquisition be subject to control agreements until
August 16, 2004; and (v) any noncompliance arising from the entering into of the Operating Agreement.

Credit Risk

Financia instruments that potentially subject usto concentrations of credit risk consist primarily of trade
receivables. Although our trade receivables are geographically dispersed and include customersin many different
industries, a portion of our revenue is generated from services provided to other telecommunications service
providers. We believe that our established allowances are adequate as of June 30, 2004 to cover these risks.

Regulatory Overview
Overview

The Telecommunications Act of 1996, or the “ Telecom Act”, which substantially revised the Communications
Act of 1934, established the regulatory framework for the introduction of competition for local telecommunications
services throughout the United States by new competitive independent entrants such as us. Prior to the passage of
the Telecom Act, states typically granted an exclusive franchise in each local service areato a single dominant
carrier - often aformer subsidiary of AT& T known as a Regional Bell Operating Company or “RBOC” - which
owned the entire local exchange network and operated a virtual monopoly in the provision of most local exchange
servicesin most locations in the United States. The RBOCs, following some recent consolidation, now consist of the
following companies: Bell South, Verizon, Qwest Conmunications and SBC Communications.

Among other things, the Telecom Act preempts state and local governments from prohibiting any entity from
providing telecommunications service, which has the effect of eliminating prohibitions on entry that existed in
almost half of the states at the time the Telecom Act was enacted. At the same time, the Telecom Act preserved state
and local jurisdiction over many aspects of local telephone service and, as aresult, we are subject to varying degrees
of federal, state and local regulation. Consequently, federal, state, and local regulation, and other legislative and
judicial actions relating to the telecommunications industry could significantly affect our business.

We believe that the Telecom Act provided the opportunity to accelerate the development of competition at the
local level by, among other things, requiring the incumbent carriersto cooperate with competitors’ entry into the
local exchange market. We have developed our business and designed and constructed our networks to take
advantage of the provisions of the Telecom Act that require cooperation from the incumbent carriers, and believe
that the continued viability of the pro-competitive statutory provisionsis critical to the success of the competitive
framework contemplated by the Telecom Act.

21



Although the Telecom Act and the related rules governing competition issued by the FCC, aswell as pro-
competitive policies already developed by state regulatory commissions, have enabled new entrants like us to
capture a portion of the incumbent carriers’ market share of local services, there have been numerous attempts to
limit or eliminate the basic framework for competition in the local exchange services market through a combination
of federal legislation, adoption of new rules by the FCC, and RBOC challenges to existing and proposed regulations.
We expect these efforts to limit the benefits of the Telecom Act to continue. Successful implementation of our
business plan is predicated on the assumption that the basic competitive framework and pro-competitive safeguards
will remain in place.

Federal Regulation

The FCC exercises jurisdiction over our telecommunications facilities and services. We have authority from the
FCC for the installation, acquisition and operation of our wireline network facilities to provide facilities-based
domestic interstate and international services. In addition, we have obtained FCC authorizations for the operation of
our LMDS and 39 GHz broadband wireless facilities. Unlike incumbent carriers, we are not currently subject to
price cap or rate of return regulation, which leaves us free to set our own pricing policies for end user services
subject only to the general federal guidelinesthat our charges for interstate and international services bejust,
reasonable, and non-discriminatory. The FCC allows usto file interstate tariffs for interstate access services (rates
charged by carriers for access to their networks). The FCC, however, required that, with only minor exception, we
withdraw our tariffs for interstate domestic long distance services and international long distance services. We,
however, are still required to make the terms, conditions and rates of the detariffed services available to the public
on our Company web page, and such terms, conditions, and rates are located at http://www.xo.com/legal/.

Thefollowing isasummary of the interconnection and other rights granted by the Telecom Act that are
important for effective local service competition and our belief asto the effect of the requirements, if properly
implemented:

interconnection with the networks of incumbents and other carriers, which permits our customersto
exchange traffic with customers connected to other networks;

local loop and transport unbundling, which allows usto selectively gain access at cost-based rates to
incumbent carriers’ facilities and wires that connect the incumbent carriers’ central offices and/or customer
premises, thereby enabling us to serve customers not directly connected to our networks;

reciprocal compensation, which mandates arrangements for local traffic exchange between us and both
incumbent and competitive carriers and compensation for terminating local traffic originating on other
carriers’ networks, thereby improving our margins for local service;

number portability, which allows customers to change local carriers without changing telephone numbers,
thereby removing a significant barrier for a potential customer to switch to our local voice services,

access to phone numbers, which mandates assignment of new telephone numbers to our customers, thereby
enabling us to provide telephone numbers to new customers on the same basis as incumbent carriers; and

collocation of telecommunications equipment in incumbent carrier central offices, which enables usto have
direct access to unbundled |oops and other network elements and facilitates for efficient integration with
our switching and other network facilities.

In January 1999, the U.S. Supreme Court, in adecision that was generally favorable to competitive telephone
companies such as us, upheld key provisions of the FCC rulesimplementing the Telecom Act. In finding that the
FCC has general jurisdiction to implement the Telecom Act’slocal competition provisions, the Court confirmed the
FCC’srole in establishing national telecommunications policy, and thereby created greater certainty regarding the
rules governing local service competition on agoing forward basis.

Although the rights established in the Telecom Act are a necessary prerequisite to the introduction of full local
competition, they must be properly implemented and enforced to permit competitive telephone companies like us to
compete effectively with the incumbent carriers. Discussed below are several FCC and court proceedings relating to
the application of certain FCC rules and policiesthat are significant to and directly impact our operations as well as
the nature and scope of industry competition.



Unbundling of Incumbent Network Elements

On August 21, 2003, the FCC released its Triennial Review Order (“TRO”). Under the TRO, our ability to
obtain access to certain unbundled network elements (“UNES”) and incumbent network upgrades may be curtailed
or more costly in the future. Also, the TRO delegated to the states the overall responsibility for deciding whether
certain unbundled elements should remain avail able to competitors like usin local markets of each of the respective
states. Delegation of these determinations created the risk that some states may decide to limit or eliminate certain
unbundled network elements to which we have access today and that we would be faced with different sets of rules
and costsif states issue inconsistent decisions.

Thefollowing Triennial Review Order matters directly impact us and many of our competitors:

Curtailed Accessto Broadband: The TRO adopted new rules that, for certain very small customers, restrict
competitive carriers from leasing as unbundled elements certain upgrades that the incumbent carriers make
to their networks, such as the deployment of new optical fiber or upgrades from copper to optical fiber. For
example, anew fiber loop to avery small customer that replaces an existing copper loop could be exempt
from unbundling, except that incumbents must continue to unbundl e the pre-existing copper loop or
provide avoice channel for us on the new fiber loops that is equivalent to the old copper loop. Although the
imposition of any restrictions on our access to the incumbents' broadband networksis not afavorable
development for us, we believe that the adverse impact is partially mitigated by the fact that incumbents are
reguired to continue to provide us with basic access to those facilities that we currently lease from them to
serve many of our customers.

Unbundled Local Loops: The Order made a general, national finding that, with the exception of optical
carrier (“OC”) level 1oops, competitive carriers should have access to unbundled |oops of the incumbent
carriers at cost-based rates. The states, however, may remove competitive carriers’ access to certain non-
OC level high capacity and unlit capacity loops based on the results of specified competitive analyses.
Incumbent carriers will no longer be required to provide competitive carriers with accessto OC level loops
as UNEs. We believe that the net result of these changes will not have a significant impact on us because
the access to the vast majority of unbundled loops that we use today will be preserved.

Unbundled Dedicated Transport: The TRO has changed the definition of “dedicated transport” in such a
way that competitive carriers have to purchase certain transport facilities at higher rates. The TRO
maintained unbundled access to many types of transport between incumbent facilities, such as transport
between incumbent central offices, but it redefines dedicated transport to eliminate the unbundling of other
transport. The TRO also sets forth atest that the states must follow in considering whether certain non-OC
level high capacity transport should be available as UNEsin local markets within the states. The FCC also
ruled that OC level transport would no longer be available as an unbundled element and that shared
transport would be unavail able as an unbundled element in most business markets. We believe that it is
likely that this determi nation will raise our costs for transport servicesin the future.

Enhanced Extended Links and Co-Mingling: The TRO enhances the ability of competitive carrierslike us
to obtain a combination of unbundled loop and transport elements known as “ enhanced extended links”,
provided that the underlying loop and transport elements are individually available on an unbundled basis.
The FCC created new rules that permit competitive carriersto mix services that they lease from the
incumbent carriers. We will now be able to mix incumbent carrier unbundled network elements with
services purchased from the wholesale tariff (e.g., switched and special access services) instead of being
required to artificially segregate unbundled network elements from such wholesal e services. Because we
currently lease both wholesale services and unbundled network elements from the incumbent carriers, we
believe that these developments will result in cost savings for us.

Calculation of Unbundled Element Rates: The TRO will allow incumbent carriersto utilize a higher cost of
capital and shorter depreciation lives to establish rates for unbundled elements. We believe that these
maodifications could raise our costs for leasing unbundled network elementsin the future.

Although the rules adopted by the FCC in the Triennial Review Order became effective on October 2, 2003,
many of the requirementsimposed by the FCC in the TRO were not self-executing. Accordingly, the FCC made
clear that carriers must follow the change of law proceduresin their applicabl e interconnection agreements to
implement any TRO requirements that are not self-executing and that carriers must follow the procedures set forth in



section 252(b) of the Telecom Act to modify interconnection agreements that are silent as to implementation of
changesin law. We have been in negotiations with incumbent carriers to amend our interconnection agreements to
implement relevant TRO requirements and to date have executed amendmentsin several states.

Several carriers and other entities appealed the FCC's TRO decision. On March 2, 2004, the U.S. Court of
Appealsfor the D.C. Circuit in Washington, D.C. issued its opinion in United States Telecom Association v. FCC,
No. 00-1012 (“USTA Decision”). Inthe USTA Decision, the court reversed and vacated many of the conclusions of
the TRO. Specifically, the court found that the FCC improperly delegated to the states the overall responsibility for
deciding whether certain unbundled elements should remain available to competitive carriersin each of the
respective states. The FCC’ s determination in the TRO that competitive carriers should have access to switching
platform servicesasa UNE (“UNEP") was vacated by the court. The court also vacated the portions of the TRO
which held that competitive carriers should have access to high capacity non-OC level unbundled dedicated
transport at cost-based UNE rates. In addition, a number of RBOCs have taken the position that they believe the
USTA Decision vacates portions of the TRO holding that competitors should have access to certain non-OC level
high capacity loops at cost-based UNE rates although we disagree with thisinterpretation of the USTA Decision. If
the RBOCs prevail on their position, our costs for purchasing high capacity local 1oops can be expected to increase
depending on final determinations by regulatory agencies and/or the courts and any such increase could have a
material and adverse effect on our cost of services.

The USTA Decision was stayed by the U.S. Court of Appeals for the D.C. Circuit until June 16, 2004. XO has
sought review of the USTA Decision at the Supreme Court. The FCC will address the issues reversed and vacated
by the USTA Decision and develop new rules governing local competitors use of UNEs (“New UNE Rules’). In
August 2004, the FCC is expected to release the text of interim rules (“Interim UNE Rules’) which the FCC has
indicated will temporarily put in place UNE rules while the FCC completes a more comprehensive proceeding to
develop the New UNE Rules. The Interim UNE Rulesdictate that the RBOCs will make available all UNEs at their
current cost-based rates for a six month period ending in March 2005. Beginning on a date to be determined in
March 2005, RBOCs can charge the current cost-based UNE rate plus an additional 15% for those UNEs that were
vacated by the USTA decision. Additionally, the RBOCs can charge retail rates for new orders of UNEs vacated by
the USTA decision beginning on that same date in March 2005. Also, under the Interim UNE Rules, beginning six
months after the March 2005 date, the RBOCs can charge retail rates for all UNEs vacated by the USTA decision.

The FCC hasindicated that it expects to complete New UNE Rulesin March 2005 that allows the RBOC to
increase UNE prices. If the New UNE Rules are completed we believe that the FCC will again make a general,
national finding that, with the exception of optical carrier (“OC”) level loops, competitive carriers should have
access to unbundled loops of the incumbent carriers at cost-based rates. We believe that when the FCC completesits
New UNE rules, our access to the vast majority of unbundled loops that we use today will remain available at UNE
rates.

If the FCC does not complete its New UNE Rulesin atimely fashion and the price increases contemplated by
the Interim UNE Rules go into effect, our ability to obtain access to certain unbundled network elements and
incumbent network upgrades may be curtailed or become more costly in the future. The FCC has urged competitive
carriers and incumbent carriersto engage in good faith, commercial negotiations to agree upon rates, terms and
conditions for the continued availability of UNEs impacted by the USTA Decision. We are engaged in such
commercial negotiations with several incumbent carriers but, at this time, cannot predict the outcome of these
negotiations or whether they will result in preserving existing UNE rates.

It is our understanding that many incumbent carriers will continue to seek to institute follow-on administrative
proceedings with the FCC and state regulatory agencies, and lobby the United States Congress, all in an effort to
affect laws and regulationsin a manner even more favorable to them and against the interests of competitive
carriers. The incumbent carriers have many petitions pending with the FCC that have not been acted on at thistime.
Incumbent carriers may seek to lobby the FCC to act on these petitions. At the same time, we anticipate that
competitive carriers will endeavor to improve their positions and access to the incumbents’ networks through similar
means. The final outcome of the appellate review and FCC rulemaking proceedings remains unknown at thistime,
but it is possible that further changes to the rules could adversely affect our cost of doing business by increasing the
cost of purchasing or leasing network facilities from the incumbent carriers.
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Regulation of the RBOCs' Ability to Provide Long Distance Service

The FCC has primary jurisdiction over the implementation of Section 271 of the Telecom Act, which provides
that the RBOCs cannot offer in-region long distance services until they have demonstrated that:

they have entered into an approved interconnection agreement with afacilities-based competitive telephone
company or that no such competitive telephone company has requested interconnection as of a statutorily
determined deadline;

they have satisfied a 14-element checklist designed to ensure that the RBOC is offering access and
interconnection to all local exchange carriers on competitive terms; and

the FCC has determined that allowing the RBOC to offer in-region, long distance services is consistent
with the public interest, convenience and necessity.

As of December 15, 2003, the FCC granted all of the RBOCs the authority to provide long distance servicein
every statein which they operate. All of the RBOCs now have the authority to bundle in-region long distance
serviceswith in-region local services. RBOC authorization to provide in-region long distance services could have an
adverse affect on our ability to compete if effective post-approval safeguards are not enforced to ensure that the
RBOCs continue to comply with the market-opening requirements.

Provision of Broadband Telecommunications Services and | nfor mation Services

Current federal and state regulation places certain restrictions and conditions on the provision of advanced
telecommunications services, or broadband services, such as dataand DSL services, by the RBOCs. Furthermore,
the network elements that RBOCs must make available under the FCC’ s unbundling rules to competitors may be
used for the provision of broadband services. However, at the urging of the RBOCs and other incumbent carriers,
the FCC, in the TRO, appears to have greatly curtailed the extent to which the incumbents must unbundled the
broadband portion of their networks for their competitors. The RBOCs continue to push for further deregulation
through federal and state legislative efforts. In addition, it is anticipated that deregulatory legislation will be pursued
by the RBOCsin Congress. In addition to possible legislation, the FCC hasinitiated another pending proceeding that
could relax incumbent carriers' obligation to make unbundled network elements that are used for certain broadband
or information services available to us. The FCC hasissued a Notice of Proposed Rulemaking entitled “ Appropriate
Framework for Broadband Access to the Internet Over Wireline Facilities’ that requests comments on the proper
classification of broadband access services as either regulated telecommunications services or unregul ated
information services. The TRO decision, in conjunction with adecision in this proceeding, alegislative change or a
court ruling further broadening the definition of what constitutes unregulated information services could have the
effect of allowing RBOCs to provide terms, conditions and pricing to their own affiliates that provide data or
information services that are better than those made available to competitive carriers such as us. Such developments
could also be expected to adversely affect our cost of doing business by increasing the cost of purchasing or leasing
such facilities from the RBOCs.

Universal Service

In 1997, the FCC established a significantly expanded federal telecommunications subsidy regime known as
“universal service”. Specifically, the FCC established new subsidies for services provided to qualifying schools and
libraries and rural health care providers, and expanded existing subsidies to low income consumers. Most
telecommuni cations companies, including us, must pay for these programs based on their share of interstate and
international telecommunications end user revenues. On March 5, 2004, the FCC released a public notice
announcing that the proposed universal service contribution factor for the second quarter of 2004 will remain at 8.7
percent. The FCC has taken further steps to modify the system for assessment and recovery of universal service
funds. In a December 2002 Notice of Proposed Rulemaking, the FCC asked many broad-ranging questions
regarding universal service, including whether to change its method of assessing contributions due from carriers by
basing it on the number and capacity of connections they provide, rather than on interstate and international end user
revenues they earn. At thistime, we are unable to predict whether the FCC’ s rulemaking or legislative initiatives
will increase the size of our subsidy payments, the scope of the subsidy program, or our costs of calculating,
collecting and remitting the universal service related payments.
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Intercarrier Compensation Reform

Currently, telecommunications carriers are required to pay other carriers for interstate access charges and local
reciprocal compensation charges. These two forms of intercarrier compensation have been under review by the FCC
since 2001. The FCC continuesto consider a broad order reforming the intercarrier compensation system and the
following specific proceedings a so impact intercarrier compensation issues for us.

Access Char ges. Long distance carriers pay local facilities-based carriers, including us, interstate access
charges for both originating and terminating the interstate calls of long distance customers on the local carriers
networks. Historically, the incumbent carriers set access charges higher than cost and justified this pricing to
regulators as a subsidy to the cost of providing local telephone serviceto higher cost customers. With the
establishment of an explicit and competitively neutral universal service subsidy mechanism, however, the FCC is
under increasing pressure to revise the current access charge regime to bring the charges closer to the actual cost of
providing access. |n response, the FCC issued a decision in 2001 setting interstate rates that competitive local
carriers charge to long distance carriers at alevel that will gradually decrease over three years from a maximum of
$0.025 per minute to the rates charged by incumbent carriers. Aslong aswe are in compliance with the FCC’ srate
schedule, the FCC' s order forbids long distance carriers from challenging our interstate access rates. Although this
FCC decision lowering access charges will reduce our access charge revenues over time, we do not expect that such
areduction will have amaterial impact on our total revenues or financial position. On May 18, 2004, the FCC issued
an order in response to various petitions for reconsideration of its competitive carrier access charge order. Among
other things, the FCC clarified that competitive carriers may only charge other carriers switched access charge
elements for the specific functions that they provide to them. This decision could result in some reduction in the
access charge revenue that we can collect from interexchange carriers.

AT&T Declaratory Ruling Re: Vol P. AT&T petitioned the FCC to find that voice over Internet protocol
(“VolP") services, including phone to phone services, are exempt from switched access charges. On April 21, 2004,
the FCC released an Order denying AT& T’ s petition (the “AT& T Order”). The FCC held that an interexchange
service that uses ordinary customer premises equipment that originates and terminates on the public switched
telephone network, that provides no enhanced functionality, and that undergoes no net protocol conversion, isa
telecommuni cations service and subject to switched access charges. The FCC did not make a determination
regarding the retroactive applicability of access chargesto the foregoing type of interexchange service. While the
AT&T Order addressed alimited fact pattern, the order places interexchange services similar to those Vol P services
offered by AT&T in the same regulatory category as traditional telecommunications services and, therefore, subjects
such Vol P services to access charges and other regulatory obligationsincluding Universal Servicefees. AT&T has
filed another petition asking the FCC to declare that certain of its enhanced prepaid calling card services are exempt
from access charges, but the FCC has not yet ruled on that request. Like a growing number of carriers, we utilize
Internet protocol technology for the transmission of a portion of our network traffic. The FCC has now made clear
that, to the extent such services share the same characteristics asthose addressed in the AT& T Order, they will be
treated as regulated services subject to access charges going forward. Although the FCC did not rule on the
applicability of access charges for services prior to April 21, 2004, the RBOCs may attempt to assert claims against
other telecommunications companies including us for the retroactive payment of access charges. On April 22, 2004,
SBC Communications filed a collections lawsuit against AT& T seeking retroactive payment of unpaid access
charges.

Vonage Petition. On September 22, 2003, Vonage Holdings, Inc. (“VVonage”) filed a petition requesting that the
FCC preempt an order of the Minnesota Public Utilities Commission (“PUC”) requiring Vonage to comply with
state laws governing providers of telephone service. The Minnesota PUC decision has been overturned by a
Minnesota state court and now Vonage is seeking Federal preemption so that no future rulings of the Minnesota
PUC can subject Vonage to state regulation. Vonage also recently succeeded in convincing afederal court in New
Y ork to set aside a decision of the New Y ork PSC seeking to regulate the company’ s services. Vonage provides
Vol P origination services to its customers and Vonage claims that it is therefore a provider of information services
and not subject to traditional common carrier regulations. Specifically, Vonage asks that the FCC find that certain
specific E911 requirements imposed by the Minnesota PUC are in conflict with federal policies. Further, Vonage
states that preemption is necessary because of the impossibility of separating the Internet, or any service offered
over it, intointrastate and interstate components. Until the FCC issuesitsruling, it is unclear how Vol P offerings by
XO and other companies will be regulated.
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Level (3) Forbearance Petition. On December 23, 2003, Level(3) filed a petition for forbearance requesting
the FCC to forbear from application of interstate or intrastate access charges on Internet protocol (I1P) traffic that
originates or terminates on the public switched telephone network (PSTN). If the FCC wereto rulein Level (3)'s
favor, we would expect that there would be reductionsin network and regulatory costs associated with the
termination of certain IP-to-PSTN and PSTN-to-IP traffic.

Pulver.com Ruling. On February 12, 2004, the FCC ruled that Pulver.com’s Free World Dialup (FWD)
offering will remain aminimally regulated Vol P service. The Pulver.com Order made clear that |P-to-1P calls that
do not transit over any portion of the PSTN will be largely free of regulation. Almost all of the calls carried by XO
do transit some portion of the PSTN.

FCC VolP. On February 12, 2004, the FCC initiated a rulemaking proceeding seeking public comment on a
variety of issues based on the premise that Internet services and Vol P should remain largely free of regulatory
burdens. In connection with this proceeding, the FCC will address Vol P-related Communications Assistance for
Law Enforcement issues to address the technical aspects of enabling law-enforcement access to | P-enabled services.
At thistimeit isunclear how, if at all, the FCC will regulate |P-enabled service including Vol P.

Local Reciprocal Compensation Charges. Local telephone companies such as usthat originate traffic that is
terminated on the network of other carrierstypically compensate the other local carriers for terminating that traffic.
These payments flow in both directions between any two carriers. First, when we terminate traffic for another local
carrier to acustomer on our network, we collect compensation. Second, when we send our customers’ traffic to
another carrier for termination, we pay compensation. Some competitors, however, have a customer base that
generates many more minutes of terminating traffic from other carriers than originating traffic destined for other
carriers. For example, acompetitor that has a customer base that has many Internet service providerstypically will
have alarge amount of compensation being paid to it by other carriers, while it will owe very little reciprocal
compensation to other carriers. The FCC revamped the local reciprocal compensation structurein 2001 on an
interim basis for three yearsto eliminate or reduce the opportunity for carriersto take advantage of an imbalance of
originating and terminating traffic flows due to traffic terminated to information service providers. The FCC also
initiated a rulemaking to examine inter-carrier compensation more comprehensively. Under the decision, at the
election of the incumbent carrier, terminating traffic that is out-of-balance by aratio of more than 3to 1 can be
compensated at alower rate, or in some cases, at no charge. Thisruling allows usto continue to collect reciprocal
compensation payments from other carriers since we have an imbalance in the amount of traffic we terminate versus
the amount we originate. The FCC’ s reciprocal compensation decision was reversed and remanded to the FCC for
further consideration by the U.S. Court of Appealsfor the DC Circuit, but the rules were not vacated and remain
effective while the FCC reconsiders them. Going forward, an adverse ruling in the general intercarrier compensation
reform proceeding could end reciprocal compensation payments and eliminate this line of revenue for us. If we are
no longer able to generate reciprocal compensation revenue, we believe that such a development will have a material
and adverse effect on our revenue.

TELRIC Proceeding. On September 10, 2003, the FCC initiated a new proceeding to consider significantly
revamping the current Total Element Long Run Incremental Cost (“TELRIC") methodology used for the pricing of
unbundled network elements. An adverse ruling in the new proceeding will alow the incumbent carriersto increase
unbundled network element rates and this could substantially raise our costs for |easing unbundled network elements
in the future. A decision is expected sometimein 2004. Several state commissions have also initiated proceedings to
review the rate levels that the incumbent carriers charge for unbundled network elements. An adverse ruling in these
proceedings would allow the incumbent carriers to increase unbundled network element rates in the applicable state
and this could substantially raise our costs for leasing unbundled network elementsin the future.

Broadband Wireless Auction. On July 28, 2004, the FCC conducted an auction of spectrum in the 24 GHz
band. The 24 GHz band consists of the bands 24.25-24.45 GHz and 25.05-25.25 GHz. Five licenses, each with two
paired 40 MHz blocks, were offered in each of 176 geographic areas. Stations in the 24 GHz service may render any
kind of digital fixed communications service. Auction winners will be required to protect incumbent licensees.
Virtually al of theincumbent licenses are held by Teligent, Inc. in avariety of areas throughout the country. The
winning bidder for the 24 GHz service may use these stations to provide servicesin competition with those offered
by X O, although the 24 GHz bands consist of less spectrum than that for which XO islicensed to provide broadband
wireless service.
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Item 3. Quantitative and Qualitative Disclosures about Market Risk

We had $352.1 million in secured loans as of June 30, 2004. Currently, we do not pay cash interest on the loans
under the Credit Facility and accrued interest convertsto principle ratably throughout the loan period. Asinterest
accrues at variable rates, our Credit Facility subjects usto interest rate risks.

Marketable and other securities, available for sale, at June 30, 2004 consist primarily of investmentsin equity
and debt securities of publicly-traded companies. The fair value of our investment in equity and debt securities
exposes us to market risk; however, if the fair value were to increase or decrease immediately, it would not likely
have a material impact on our financial position or our results of operations. We are not currently engaged in the use
of off-balance sheet derivative financial instruments, to hedge or partially hedge interest rate exposure nor do we
maintain any other off-balance sheet arrangements for the purposes of credit enhancement, hedging transactions, or
other financial or investment purposes.

Item 4. Controls and Procedures
Evaluation of Disclosure Controls and Procedures

Theterm “disclosure controls and procedures’ is defined in Rules 13a-15(e) and 15d-15(e) of the Securities
Exchange Act of 1934. These rules refer to the controls and other procedures of a company that are designed to
ensure that information required to be disclosed by a company in the reportsthat it files under the Exchange Act is
recorded, processed, summarized and reported within required time periods. Our Principal Executive Officer and our
Principal Financial Officer have evaluated the effectiveness of our disclosure controls and procedures as of the end
of the period covered by this report. Based on the evaluation, they have concluded that, as of the end of such period,
the controls and procedures were effective at ensuring that required information was accurate and disclosed on a
timely basisin our report filed under the Exchange Act.

Changesin Internal Controls

We maintain a system of internal accounting controls that are designed to provide reasonabl e assurance that our
books and records accurately reflect our transactions and that our established policies and procedures are followed.

As of June 23, 2004, we assumed financial reporting control over the Acquired Businesses from Allegiance.
The Acquired Businesses books and records are recorded on a different accounting system. We applied the same
level of internal controls over financial reporting on the Acquired Businesses as we applied to our legacy businesses.
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PART Il. OTHER INFORMATION

Item 1. Legal Proceedings

XOisinvolved in lawsuits, claims, investigations and proceedings consisting of commercial, securities, tort,
and employment matters, which arise in the ordinary course of business. In addition, disputes with respect to general
unsecured claims and two administrative expense claims against X O in the aggregate amount of approximately
$21.5 million remain pending from XO's 2002 Chapter 11 proceedings. In accordance with SFAS No. 5,
“Accounting for Contingencies,” XO makes a provision for aliability when it is both probable that aliability has
been incurred and the amount of the loss can be reasonably estimated. XO believesit has adequate provisions for
any such matters. XO reviewsthese provisions at |east quarterly and adjusts these provisions to reflect the impacts
of negotiations, settlements, rulings, advice of legal counsel, and other information and events pertaining to a
particular case. Litigation is inherently unpredictable. However, XO believes that it has valid defenses with respect
to legal matters pending against it. Nevertheless, it is possible that cash flows or results of operations could be
materially affected in any particular period by the unfavorable resolution or disposition of one or more of these
contingencies.

On July 23, 2004, we responded to the informal inquiry of the Securities and Exchange Commission regarding
the public reporting of customers and access lines in the telecommunications industry. We have included disclosure
inpart 11, Item 5 addressing certain matters that we described in our response to the SEC inquiry.

Item 2. Changes in Securities and Use of Proceeds

The Board of Directors adopted a Certificate of Designations on August 5, 2004, designating 4.0 million shares
of the 200.0 million shares of authorized Preferred Stock of the Company as shares of 6% Class A Convertible
Preferred Stock, or the Class A Preferred Stock.

The Class A Preferred Stock ranks senior to the Company’s common stock. Holders of the Class A Preferred
Stock are not entitled to receive annual dividends, however, the liquidation preference of the Class A Preferred
Stock automatically increase at arate of 1.5% each quarter through the maturity date, January 15, 2010. The
Company isrequired to redeem the then-outstanding shares of Class A Preferred Stock on the maturity date at 100%
of their aggregate liquidation preference, including compounded accretion through that date, unless earlier redeemed
or converted into common stock. If all of the shares of Class A Preferred Stock were to remain outstanding on the
maturity date, and assuming the accretion of all of the required increases to the liquidation preference therof, holders
of the Class A Preferred Stock would be entitled to the redemption of 59,868,561 shares of common stock then
issuable upon conversion of the Class A Preferred Stock and would have an aggregate liquidation preference of
$276.6 million. The Company may also, at its sole option, redeem the Class A Preferred Stock at any time after the
third anniversary of the issue date of such sharesif the average market price of the Company’s common stock for
the 20 days prior to such redemption is equal to or greater than 250% of the conversion price of the Class A
Preferred Stock. Each holder of the Class A Preferred Stock shall be entitled to one vote for each share of common
stock then-issuable upon the conversion of the shares of Class A Preferred Stock of such holder. The holders of
Class A Preferred Stock are initially entitled to convert any or all of their outstanding shares of Class A Preferred
Stock into shares of common stock at aratio of 10.82251 shares of common stock for each share of Class A
Preferred Stock. Both the conversion ratio and the voting power of each share of Class A Preferred Stock will be
automatically increased each quarter as the liquidation preference increases at the rate of 1.5% each quarter. The
holders of Class A Preferred Stock also have anti-dilution protection in the event that the Company issues shares of
common stock at a price below the then-prevailing market price of the Company’ s common stock.

Item 3. Defaults Upon Securities
None.
Item 4. Submission of Mattersto aVote of Security Holders

No matters were submitted to avote of security holders during the quarter ended June 30, 2004.
Item 5. Other Information

On July 23, 2004, X O responded to the Securities and Exchange Commission informal inquiry related to the
methodology employed by telecommunications companies to count customers and access lines. During the course of
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reviewing its 2004 press releases and 2003 Annual Report on Form 10-K in connection with preparing such
response, X O determined to clarify certain disclosures made in those press releases and filings, as follows.

In a February 13, 2004 pressrelease, X O reported that it anticipated having atotal of approximately 330,000
customers after the acquisition of Allegiance Telecom, Inc. Subsequently, asreported in its 2003 Annual Report,
XO projected that it would have atotal of approximately 250,000 customers as aresult of the acquisition of
Allegiance. The disclosure contained in XO's 2003 Annual Report was intended to correct the disclosure contained
in the February 13, 2004 press rel ease.

In connection with the estimates of the combined total of Allegiance and XO customers made in our February
2004 press releases and our 2003 Annual Report on Form 10-K, we included shared web hosting and consumer dial-
up customers of both businesses, along with the voice and high speed data customers that we consider to be our core
customers, since Allegiance customer counts were, at the time, available only on that combined basis. Asaresult,
these combined customer totals were not comparable to the X O core customer counts disclosed in prior press
releases.

Item 6. Exhibits and Reports on Form 8-K
(a) Exhibits

3.1(i)) Certificate of Designations, adopted by XO's Board of Directors and duly filed the Secretary of
Sate of the State of Delaware, setting forth the rights and preferences of the Class A Preferred
Stock.

101 Registration Rights Agreement, dated as of August 6, 2004, by and among X O Communications,
Inc. and Amalgamated Gadget, L.P.

311 Rule 13a - 14(a)/15(d) - 14(a) Certification
312 Rule 13a - 14(a)/15(d) - 14(a) Certification

321 Certificate pursuant to 18 U.S.C. Section 1350 as Adopted Pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002.

322 Certificate pursuant to 18 U.S.C. Section 1350 as Adopted Pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002.

(b) Reports on Form 8-K
(1) On June 29, 2004, XO filed a Current Report on Form 8-K announcing the closing of the acquisition
of substantially all of the assets of Allegiance Telecom, Inc.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrants have duly caused this report to
be signed on their behalf by the undersigned thereunto duly authorized.

XO Communications, Inc.

Date: Aug 9, 2004 By: /¢ William Garrahan

William Garrahan

Senior Vice President and Acting Chief Financial
Officer

(Principal Financial Officer)
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Exhibit 31.1
CERTIFICATIONS

I, Carl J. Grivner, certify that:
1. | havereviewed this quarterly report on Form 10-Q of XO Communications, Inc.;

2. Based on my knowledge, this quarterly report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make statements made, in light of the circumstances under which such statements
were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this quarterly
report, fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this quarterly report;

4. Theregistrant’s other certifying officer and | are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(¢€)) for the registrant and have:

a) designed such disclosure controls and procedures, or caused such disclosure controls and proceduresto be
designed under our supervision, to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in
which this quarterly report is being prepared,;

b) evaluated the effectiveness of the registrant’s disclosure controlsand procedures and presented in this
quarterly report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such evaluation; and

c) disclosedinthisreport any changein the registrant’sinternal control over financial reporting that occurred
during the registrant’ s most recent fiscal quarter that has materially affected, or is reasonably likely to
materially affect, the registrant’ sinternal control over financial reporting; and

5. Theregistrant’s other certifying officer and | have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant’ s auditors and the audit committee of registrant’s board of directors
(or persons performing the equivalent function):

a) all significant deficiencies and material weaknesses in the design or operation of internal controls over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record, process,
summarize and report financial information; and

b) any fraud, whether or not material, that involves management or other employees who have a significant
rolein theregistrant’sinternal control over financial reporting.

Date: Aug 9, 2004
/s Carl J. Grivner

Carl J. Grivner
Chief Executive Officer
(Principal Executive Officer)

32



Exhibit 31.2

CERTIFICATIONS

I, William Garrahan, certify that:
1. | havereviewed this quarterly report on Form 10-Q of XO Communications, Inc.;

2. Based on my knowledge, this quarterly report does not contain any untrue statement of a material fact or omit to
state amaterial fact necessary to make statements made, in light of the circumstances under which such statements
were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this quarterly
report, fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this quarterly report;

4. Theregistrant’s other certifying officer and | are responsible for establishing and maintaining disclosure
controls and procedures (asdefined in Exchange Act Rules 13a-15(e) and 15d-15(¢€)) for the registrant and have:

a) designed such disclosure controls and procedures, or caused such disclosure controls and proceduresto be
designed under our supervision, to ensure that material informetion relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in
which this quarterly report is being prepared,;

b) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
quarterly report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such evaluation; and

c) disclosedinthisreport any changein the registrant’sinternal control over financial reporting that occurred
during the registrant’s most recent fiscal quarter that has materially affected, or isreasonably likely to
materially affect, the registrant’s internal control over financial reporting; and

5. Theregistrant’s other certifying officers and | have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant’ s auditors and the audit committee of registrant’s board of directors
(or persons performing the equivalent function):
a) al significant deficiencies and material weaknessesin the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’ s ability to record, process,
summarize and report financial information; and
b) any fraud, whether or not material, that involves management or other employees who have a significant
rolein the registrant’ sinternal controls over financial reporting.

Date: Aug 9, 2004

/s William Garrahan

William Garrahan

Senior Vice President and Acting Chief
Financial Officer

(Principal Financial Officer)



EXHIBIT 32.1

CERTIFICATE PURSUANT TO
18 U.S.C. SECTION 1350
ASADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Quarterly Report on Form 10-Q for the quarterly period ended June 30, 2004 of XO
Communications, Inc. (the“Company”), asfiled with the Securities and Exchange Commission on the date hereof
(the “Report™), 1, Carl J. Grivner, Chief Executive Officer of the Company, certify, pursuant to 18 U.S.C.

Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that to the best of my
knowledge:

1 The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities
Exchange Act of 1934 (15 U.S.C. 78m or 780(d)); and

2. The information contained in the Report fairly presents, in all material respects, the financial
condition and results of operations of the Comp any.

Date: Aug 9, 2004

/s Carl J. Grivner
Carl J. Grivner
Chief Executive Officer
(Principal Executive Officer)




EXHIBIT 32.2

CERTIFICATE PURSUANT TO
18 U.S.C. SECTION 1350
ASADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Quarterly Report on Form 10-Q for the quarterly period ended June 30, 2004 of XO
Communications, Inc. (the“Company”), asfiled with the Securities and Exchange Commission on the date hereof
(the “Report™), I, William Garrahan, Senior Vice President and Acting Chief Financial Officer of the Company,
certify, pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002,
that to the best of my knowledge:

1 The Report fully complies with the requirenments of Section 13(a) or 15(d) of the Securities Exchange
Act of 1934 (15 U.S.C. 78m or 780(d)); and

2. The information contained in the Report fairly presents, in all material respects, the financial condition
and results of operations of the Company.

Date: Aug 9, 2004

/sl William Garrahan
William Garrahan
Senior Vice President and Acting Chief Financial
Officer
(Principal Financial Officer)




